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N the face of failure or misfortune, 

there is small comfort in being 

able to say, “I told you so”—or 
Cassandra would have been a happier 
woman than history tells us she was. 
The creation of the Federal Reserve 
System no doubt has proved one of the 
greatest achievements ever accomplished 
by Congress, but where it fell short, 
and in recent years became the target 
of unfairly severe criticism, the Federal 
Reserve System was largely the victim 
of some organic defects which were 
clearly foreseen at the time of its crea- 
tion. Before the Federal Reserve Act 
was passed, its writers were warned that 
by the creation of twelve autonomous 
Federal Reserve Banks, decentraliza- 
tion would be carried too far. In look- 
ing over an article which I wrote in 
1913, I find I clearly predicted that 
“with twelve competing centers with 
twelve conceivably different discount 
policies, a large discount market can- 
not develop In order to avoid 
the semblance of a central bank, the 


structure has been torn into twelve sep- 
arate entities; but as the majority of 
these units are unable to stand alone, 
and as safety lies in union only, there 
must be some arbitrary power to take 
the place of the organic links that are 
missing in the structure. The further 
decentralization has gone, where cen- 
tralization is the end to be sought, the 
vaster and the more arbitrary those 
powers must be. With twelve units, 
for the deliberation and cooperation of 
which with one another the law does 
not contain any provision, the initiative 
and executive power for any joint or in- 
dividual action between these Federal 
Reserve Banks must rest solely with the 
Federal Reserve Board,” and “For 
these seven outsiders, who constitute 
the Federal Reserve Board—outsiders 
because, living in Washington, they all 
stand outside of active business and can- 
not possibly ever be in direct touch 
with the same’’—it was prophesied that 
it would be a well-nigh impossible task 
to mould the operations of twelve dis- 
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connected autonomous Federal Reserve 
Banks into one effective discount policy 
sustained by a country-wide discount 
market. “For the sake of creating 
some provincial centers, which will be 
centers only in name, and which, stand- 
ing alone, will not be able to provide 
the needed relief, the efficiency of the 
whole system will have been sacrificed. 
Important open discount markets will 
not develop.” 

These _ predictions, unfortunately, 
proved true, even though some of the 
weaknesses then pointed out were elimi- 
nated before the law was enacted, and 
others have since been counteracted by 
subsequent amendments or methods of 
administration. The gold clearing 
fund, later devised and authorized by 
Congress, made an organic unit of the 
entire system, and the inauguration of 
conferences between governors and 
Federal agents, and the establishment 
of regular inter-Federal Reserve Bank 
committees, brought about a measure of 
uniformity of methods and a closer co- 
operation without which the system 
could never have been developed to its 
present degree of perfection and eff- 
ciency. 

The fundamental weakness, however, 
remained unchanged: Twelve inde- 
pendent, autonomous Federal Reserve 
Banks, some of which were single com- 
modity districts, and entirely too small, 
offered an almost insurmountable diffi- 
culty in the way of the establishment 
of a well-devised and efficient discount 
policy entrusted to a Federal Reserve 
Board sitting in solitary confinement at 
Washington. Small districts make for 
small men, and it is safe to assume that 
some of the administrative measures 
which created unnecessary irritation and 
bitterness in certain agricultural districts 
might not have happened if there had 
been larger units, containing more di- 


versified industries. If the Board had 
to direct a smaller number of larger 
and more composite districts with men 
with larger responsibilities in charge of 
them, and if these larger groups of dis. 
tricts had been given some direct re 
resentation on the Board (as had been 
urged), it would have been easier for 
the Board to secure a comprehensive 
and at the same time intimate picture 
of the problem upon which to base its 
re-discount and open market policies, 
and it would have had a simpler and 
more responsive instrument by which to 
carry such policies into effect. 

The champions of an excessive num. 
ber of Federal Reserve districts con. 
tended that there was no weight to the 
charge that a system of twelve compet- 
ing centers would defeat the very end 
of the law in so far as, by the creation 
of a number of important independent 
discount markets, it was designed to 
break down New York’s overwhelming 
importance as a money center. From 
the point of view of pure theory and 
technique, the most economical and ef- 
ficient marketing organization is at- 
tained when all buyers and sellers meet 
in one market. If, for reasons of our 
own, we preferred several centers, it 
was conceivable that sufficient concen- 
tration of business might still be secured 
if we did not attempt the creation of 
too many markets. It is obvious, how- 
ever, that if decentralization were 
pushed to the extreme of establishing 
a center in every village of the United 
States, the inevitable consequence would 
be that no important outside markets 
would develop. A central banking sys- 
tem constructed on the theory of sev- 
eral cooperating central organizations 
can be expected to function with full suc- 
cess only if decentralization is not car- 
ried to such a degree as to deprive the 
single units of the character of impor- 
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tant concentration points serving large 
districts with a wide circle of sellers and 
buyers. To illustrate: If St. Louis had 
been permitted to become the Federal 
Reserve Bank of the Southwest, with 
branches at the points of importance, 
we might have hoped to see it develop 
into a money and discount market of 
real strength and wide scope. As it 
is, neither St. Louis, nor Atlanta, nor 
Dallas, nor Kansas City has become a 
money market in the wider sense of the 
term. The Federal Reserve banks in 
these cities are essentially re-discounting 
counters, and this function could have 
been exercised by branches as well as 
by independent banks. The Northwest 
has been cut up in a similar manner, 
thus hampering Chicago’s opportunities 
of building up a substantial discount 
market of her own. In the face of 
these organic obstacles, it is small won- 
der that up to now it has not been pos- 
sible to develop a country-wide discount 
market. In this respect, the system so 
far has resulted in blocking effective 
centralization without making decen- 
tralization successful. If the Federal 
Reserve System is to be considered as 
nothing more than an emergency or- 
ganization, it could be expected to func- 
tion properly with twelve re-discounting 
points. If it is designed to be more than 
that, if it is to act as equalizer and 
stabilizer every day of the year alike, in 
good times as well as in periods of ad- 
versity, it must be able freely to de- 
velop its open market operations and 
that, in turn, is predicated upon the 
existence of a countrywide discount 
market. For the rank and file. of 
friendly or antagonistic students of the 
problem the re-discount operations are 





. For giving their acceptances banks charge com- 
missions at the rate of r to 2% per annum, accord- 
ing to the credit risks involved in each case (i. e., 
4% to 4% per go days). 
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the heart of the Federal Reserve Sys- 
tem. But the heart does not function 
without the lungs, and as these, we must 
consider the open market operations. 
Without a properly adjusted function- 
ing of both, a healthy Federal Reserve 
System cannot exist. 

In guiding the development of Amer- 
ican acceptance banking and of the dis- 
count market, the Federal Reserve 
Board and the leading Federal Reserve 
Banks have accomplished extraordi- 
narily good results in spite of very ad- 
verse circumstances. For, in addition 
to the organic obstacles already de- 
scribed, progress, in opening the ave- 
nues for a country-wide distribution of 
bankers’ acceptances, has been impeded 
by other difficulties—just as trying, 
though not of a fundamental character 
-—such as the consistent absorption by 
the Treasury of funds seeking fluid 
short-term investment. 


Entrance of Federal Reserve Banks 
into Open Market 


Until the supply of short-term U. S. 
Treasury Notes and Certificates, with 
their tax-exempt features, is substan- 
tially reduced, the development of the 
open market for both bankers’ and trade 
acceptances will have an uphill fight. 
As a matter of plain logic, the present 
rate for bankers’ acceptances of about 
4 to 4% % would seem too high as com- 
pared with the open market rate for 
commercial paper of about 4% to 
434%; for the charge of even the most 
modest acceptance commission would 
bring the cost of an acceptance credit 
to our strongest houses above that of 
borrowing on their single-name notes.’ 
Our acceptance rate looks high also 
when compared with the British rate of 
about 244%, with which we have to 
compete in world markets, even though 
the fluctuations of Sterling exchange 














260 


and the premium to be paid on forward 
Sterling for cover at maturity add sub- 
stantially to the cost of the use of Ster- 
ling credits. Assuming that the demand 
for commercial credit is not intensive 
enough at this time to warrant the ex- 
pectation of a substantial hardening of 
the market rates for single-name paper, 
the alternative, in order to cure these 
anomalous conditions, would be a low- 
ering of the open market rate for 
bankers’ acceptances. It would be an 
easy and perfectly practicable matter 
for Federal Reserve Banks to reduce 
the rate at which they purchase bankers’ 
acceptances to well below 4%. But if 
they went too far in that direction they 
would have to fear the effect on the 
open market; for important banks might 
then be tempted to neglect the purchase 
of acceptances even more than they do 
to-day. In other words, the so-called 
open market would become still further 
narrowed, and the Federal Reserve 
Banks might become almost the only 
buyers. In such a case the result might 
be an increase in their holdings of ac- 
ceptances, and a reduction in their hold- 
ings of Government securities, while, 
conversely, the banks might reduce their 
acceptance holdings and increase their 
holdings in Government securities. This 
dilemma will continue to exist as long 
as the Treasury must raise billions on 
short-term borrowings, and as long as 
tax-exempt Treasury Certificates must, 
therefore, compete with bankers’ ac- 
ceptances as the classic investment for 
liquid banking funds. Add to this the 
problem of the daily settlement deal- 
ings on the New York Stock Exchange, 
and their unhappy effect on the devel- 
opment of a free discount market, and 
the conclusion seems inevitable that for 
the next years to come the progress of 
acceptance banking in the United States 
is likely to labor under a very severe 
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handicap. In spite of these conditions 
—the seriousness of which it would be 
foolish to deny—it should not be im. 
possible to secure progress if we can 
succeed in enlisting the interest of our 
large banks and if we can make them 
understand the deep significance of this 
problem with regard to the proper and 
effective functioning of the entire Fed. 
eral Reserve System. 
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Relation of Open Market Operations 
to Federal Reserve Bank Policy 


Is the Federal Reserve System an ac. 
tive or a passive organ? Is it the ham. 
mer that hits or the anvil that stands 
waiting to receive the blow? I wonder 
how many of all the members of Con- 
gress that have discussed or denounced 
the Federal Reserve System in recent 
months would be able to give a quick 
and fairly matured and intelligent reply 
to that question. Indeed, I am not 
over-confident that an excessively large 
number of business men or bankers 
would be prepared, offhand, to give a 
satisfactory response. Some would 
probably assert that the System should 
always be hammer; others, that it sug 
should generally be anvil; and the most serv 
thoughtful would say that it is hammer ing 
or anvil, according to the strategic posi- efle 
tion of its discount rates in their rela- tive 
but 
open markets of the country. The lat- are 
ter thesis would sound fairly convinc- are 
ing; but what would they answer if 
asked to define more clearly what this 
“strategic position” should be? It may 
be assumed that they would reply that 
the discount rates should be high 
enough to make re-discounting for profit 
unattractive, and low enough not to 
make it prohibitive. That, too, would 
sound well; but can anybody say that— 
with an open market rate for single- 
name commercial paper of, let us say, 
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<¢,—a Federal Reserve re-discount 
rate of 5% would be prohibitive for a 
$25,000 country bank charging from 7 
to 10%? Indeed, for some of them a 
re-discount rate of 5% might in that 
case still offer a very real inducement 
for re-discounting for the sake of mak- 
ing a profitable turn, while, on the other 
hand, conceivably, such a bank rate 
might prove to be “strategically” well 
chosen with regard to dealings with 
strong banks in large centers. Con- 
versely, if the Federal Reserve rate 
were raised to a point where it would 
have a safe and proper relation to the 
rates charged by some small country 
banks, it would become entirely prohib- 
itive for the large financial institutions. 

Uniform Federal Reserve re-discount 
rates are, therefore, always likely to act 
as hammer at one end and as anvil at 
the other, and the more heterogeneous 
the elements comprised in a Federal Re- 
serve district, the more acute that dif- 
ficulty will be. 

The “strategic position’ alone does 
not, therefore, appear to furnish a con- 
vincing answer. Some students may 
suggest, however, that the Federal Re- 
serve System is hammer or anvil accord- 
ing to whether its discount rates are 
effective or ineffective, active or inac- 
tive. That sounds plausible enough; 
but what does it mean? I assume we 
are to understand that re-discount rates 
are to be considered as active—and, 
therefore, evidences of a hammer policy 
—when the Federal Reserve Banks 
show a substantial volume of individual 
re-discount transactions, or when the 
combined operations of the Federal Re- 
serve Banks show a marked increase 
or decrease in the total of bills dis- 
counted. But such an assumption would 
be wholly fallacious. 

_ We might have perfectly stationary 
Federal Reserve rates with substantial 
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liquidation of Federal Reserve assets in 
one district offsetting substantial expan- 
sion in another. Thus, we might wit- 
ness a large volume of individual re- 
discounting transactions during a period 
of “anvil policy.” Indeed, in times 
when, generally, money rates would 
harden, the Federal Reserve System 
might show a very large increase in its 
holdings just because it might have pur- 
sued an “anvil policy,” leaving its own 
rates unchanged when market rates 
might have advanced. Conversely, by 
moving up its rates energetically, the 
Federal Reserve System might keep its 
investments stationary and prevent ex- 
pansion. In other words, we might 
witness a “hammer policy” with the ag- 
gregate of re-discounts unchanged, and 
an “anvil policy” with investments ris- 
ing or falling. Active or inactive rates, 
judged by the single test of volume of 
business, may, therefore, not be consid- 
ered as true evidences of a “hammer” 
or “anvil policy” of the Federal Re- 
serve System. 

It would be amusing to continue this 
question-and-answer game; but we have 
pursued it far enough to attack our 
problem from another angle. The Fed- 
eral Reserve System, if properly exer- 
cising the function for which it was 
designed, should act as a guide and 
stabilizer of the interest-rate policy of 
the country. It is true that when things 
take a natural and healthy course the 
pilots of the Federal Reserve System, 
like good physicians, would doubtless 
hold that little or no active interference 
would be the wisest method. That, 
however, would not modify the view 
that to act as guide and regulator should 
be essentially a hammer and not an an- 
vil function. 

But a country doctor, forced to leave 
one single prescription to serve for 
months to come as the sole remedy for 
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an entire family, from the old grand- 
father down to the baby, would not be 
faced with a more difficult task than 
confronts the administrators of the Fed- 
eral Reserve System when they are to 
determine one single re-discount rate to 
be applied at the same time to one- 
hundred-million-dollar concerns in large 
cities and _ twenty-five-thousand-dollar 
banks in small country towns. Our 
country doctor, in the case above de- 
scribed, could do no better than to leave 
the medicine on the table and rely on 
the common sense of his patients as to 
when to take it, and in what doses, no 
matter whether one would have to use 
it against pneumonia, another against 
measles or indigestion, and a third 
against the sufferings of old age. The 
medicine could not be improved for the 
benefit of one for fear of doing greater 
harm to the other. This analogy, ex- 
treme and ridiculous as it may appear, 
fits our case entirely and it leads us to 
the following conclusions: In a country 
with districts as heterogeneous as ours 
the automatic re-discount rate is a very 
unsatisfactory instrument—inadequate 
for the doctor, who gets out of touch 
with his patients, and dangerous in the 
hands of the patient to whose initiative 
and discretion its use is surrendered. 
The best result cannot be expected 
where the decision lies so overwhelm- 
ingly in the hands of those to be treated. 
It is true that the Federal Reserve 
Board might attempt to combat this 
weakness by seeking to guide the banks 
in the proper exercise of this initiative 
and discretion. With this end in view, 
it is urged that the Federal Reserve 
Board establish some simple principles 
for the guidance of the banks in the in- 
telligent use of the re-discount facilities 
of the Federal Reserve Banks, bearing 
in mind, however, that for the large 
banks a different code of banking ethics 
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must be laid down in this regard fr 
that to be observed by the a ie 
We shall revert to this phase of the 
problem a little later. 

But even if the Federal Reserye 
Board should succeed in establishing 
such principles and in seeing them 
broadly accepted, the re-discount rate 
would remain a totally inadequate in. 
strument to lean upon as the sole means 
of maintaining a reasonably close con. 
tact with the money market, or of ex. 
erting a fairly effective control of the 
general banking situation. If such con. 
tact and influence are to be assured, the 
Federal Reserve Banks must be able to 
rely on an additional and _ better 
medium, in the free use of which initia- 
tive and discretion rests entirely with 
them. This instrument lies in a care. 
fully planned and free exercise of their 
power to carry on open market opera- 
tions. 


European Banks and the Open Market 


Central banking is essentially a Euro- 
pean art, which we have studied and 
adapted to our own particular needs. 
While we must beware of copying our 
teachers too slavishly, and witi:out ade- 
quate consideration of the differences 
that exist between conditions here and 
abroad, it remains useful for us from 
time to time to re-examine the Old © 
World’s best banking standards and 
traditions, and to weigh how far it has 
become possible and desirable for us 
to make them our own. 

Aside from the greater homogeneity 
prevailing in leading European coun- 
tries, we know that they are served by 
a comparatively small number of huge 
branch-banking systems, and that bank- 
ers’ acceptances and trade bills (to the 
exclusion of single-name paper) form 
the bulk of their portfolios. This 
makes for a more uniform and a more 



































closely knit rate fabric, one that a Cen- 
tral bank rate can fit more tightly and 
‘nfluence more easily than ours. The 
problems of single-name paper, of thou- 
sands of local miniature banklets, and 
of daily settlements on the Stock Ex- 
change are foreign te these countries of 
the Old World, while with us they are 
the main roots of our difficulties. 


As guiding stars for our small banks 
European banking traditions can, there- 
fore, serve us little; they may give us 
important suggestions, however, when 
studying the problems of our larger 
financial institutions. For them it may 
be interesting to observe that the proud- 
est British and French banks do not re- 
discount with their Central banks in 
normal times. The daily balancing be- 
tween such banks and their Central 
banks is accomplished by the use of 
their available cash balances and 
through open market operations, which 
include loans to bill and money brok- 
ers, purchases or sales of acceptance or 
Treasury bills, ete. 


The underlying idea of modern bank- 
ing is that—barring extraordinary na- 
tional or international d-mands—cash 
or deposit money withurawn from one 
bank will turn up in another. In other 
words, if one bank loses, the other 
gains; and if funds are withdrawn from 
one city they turn up in another. Fluid 
funds seek liquid investments; one bank 
calls loans, the other seeks them; one 
bank collects its maturing bills, the 
other increases its holdings of accept- 
ances; one liquidates Treasury bills, the 
other purchases them; and when this 
equalizing process is interrupted—be- 
cause locally or nationally all banks are 
losing deposits at the same time—the 
Central bank will periodically increase 
its share in these liquid loans and in- 
vestments while the banks of the coun- 
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try in the aggregate will have decreased 
their holdings. 

A strong, proud bank in England or 
France would feel humiliated if in nor- 
mal times it were forced to borrow 
directly from its Central bank, because, 
forsooth, it had not maintained a sup- 
ply of liquid loans and investments large 
enough to meet by means of its balances 
and open-market operations any de- 
mands made upon it. In other words, 
normally the strongest banks in such 
countries would draw funds from the 
open market, either through calling 
loans or selling liquid assets from their 
portfolios. If, as a result of the opera- 
tions of all the banks, the open market 
should become overloaded, the market 
would then resort to the Central bank, 
i. e., the bill brokers would sell accept- 
ances to or borrow from note-issuing 
Central institutions. However, it would 
not have been the individual bank in 
that case that had taken recourse to the 
Central bank, but the market as a 
whole. 

This is the highest standard of bank- 
ing in normal times. Banks of smaller 
size, private firms, and the larger banks, 
in case of extraordinary strains, will 
send to the Central bank their short 
maturities, thus, when necessary, antici- 
pating their collections by a few days. 
(In France and Germany this collection 
of maturing bills through the Central 
banks is carried on quite regularly even 
by the largest banks. ) 

I have gone into a hasty description 
of this phase of European banking be- 
cause I believe an important lesson may 
be gathered from it for our own prob- 
lems. 


A Re-Discount Policy of Member 
Banks of the Federal Reserve System 


During the War our banks were 
coaxed into subscribing liberally to our 
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Government bond issues, and to re-dis- 
counting freely with the Federal Re- 
serve Banks. It was heralded as a 
bank’s patriotic duty to overcome its 
hesitation to borrow from the Federal 
Reserve Bank. It must be admitted 
that it is a far cry from that viewpoint 
to the one I am now advocating: that 
the stronger a bank, the greater should 
be its reluctance to re-discount with a 
Federal Reserve Bank, unless it were 
justified by exceptional reasons. 

The Federal Reserve System is not 
only a balance wheel for normal times; 
it is also an emergency organization for 
abnormal demands. Where it is a ques- 
tion of dealing with the latter it may 
be a public service and a duty to be 
rendered by the strongest banks to step 
in and lend their credit so as to ease or 
even save the situation by re-discounting 
with the Federal Reserve Bank. But 
what we are discussing is the policy to 
be pursued by our strong banks in nor- 
mal times. If for their day-by-day 
transactions they could be persuaded to 
follow more closely the British proce- 
dure, they would be doing a wise and 
useful thing for themselves and a help- 
ful thing for the entire country. For 
it is only through a country-wide free 
use of standardized paper, namely, 
prime bankers’ acceptances, that genuine 
fluidity of money and credit of the high- 
est type can be obtained. Only when 
we shall have a country-wide open dis- 
count market, absorbing the idle funds 
from one bank or section, in order to 
make them available for covering the 
shortage of another, shall we have a 
perfect banking system, one closely in 
touch with its Central organization and 
easily responding to its touch. For by 
increasing or decreasing its open mar- 
ket investments the Federal Reserve 
System can of its own initiative exercise 
a strong regulatory effect; it can exer- 
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cise its hammer functions without vio. 
lently jerking up and down ineffec. 
tive re-discount rates, and it can accom. 
plish this by comparatively small trans. 
actions. It must not be overlooked 
that when the Federal Reserve System amot 
increases or decreases its aggregate of law | 
investments it thereby expands, con. of 
tracts, or re-establishes the reserves of 
the member banks. It exercises, there. 
fore, a very far-reaching effect, because 
by its operations it may lengthen or 
shorten the reserve base which supports 
and controls the size of the inverted vaul 
pyramid of bank loans that rests upon Thu 
it. gatil 

The very description of the far. ten 
reaching influence of these operations wou 
leads to two inevitable conclusions: that 
First, that in exercising their open mar- if | 
ket powers Federal Reserve Banks must ado 
not be moved by a desire to secure por 
larger revenues, but that they must be ban 
actuated solely by the aim of having the loar 
Federal Reserve Systein act as a stabil- inv 
izing balance wheel in the best possible cen 
manner; second, that these operations equ 
cannot be left to the discretion of each ret 
individual bank, but must be carried on be 
under one joint and definite plan of ac- pur 
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tion embracing all the Federal Reserve oth 
Banks. It is tempting further to ex- rifi 
plore this phase of the problem, but wh 


more than in the activities of the Fed- 
eral Reserve System we are interested 
in the part to be played by the member 
banks. Returning to them, let me ask 
the question: Would it be imposing an 
undue burden upon our strong banks if 
they were to cooperate in developing 
the open market for bankers’ accept 
ances in the manner we have discussed? 
I do not think so. The Federal Re- 
serve Act reduced reserve requirements 
very substantially. If, from the reports 
to the Comptroller of the Currency of 
March 10, 1922, we take ten large na- 
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tional banks with aggregate net demand 
deposits of $1,946,478,555 and total 
time deposits of $102,040,388, we find 
that the required lawful reserve on that 
date, figured under the present law, 
amounted to $256,103,422. Under the 
law that existed prior to the enactment 
of the Federal Reserve law, as 
amended, the same institutions with the 
same aggregate deposits would have 
shown net deposits requiring reserves of 
$2,001,276,907, and the legal reserve 
required to be maintained actually in 
vault would have been $500,319,227. 
Thus we see a release of reserve aggre- 
gating approximately $250,000,000 for 
ten large banks selected at random. It 
would not seem, under these conditions, 
that it would be a very severe hardship 
if large, first-class institutions should 
adopt the policy of investing a fair pro- 
portion of their released reserves in 
bankers’ and trade acceptances, and in 
loans on such paper to bill brokers— 
investments which, in world banking 
centers, are generally regarded as the 
equivalent of reserve—even though the 
return might be a little lower than might 
be obtained from single-name paper 
purchased, Stock Exchange loans, or 
other less liquid investments. The sac- 
rifice involved would be very small, 
while by widening the open market, 
these banks would render an important 
service in perfecting the efficiency of the 
Federal Reserve System, which in the 
final analysis is the backbone of their 
own strength. 

If the strongest of the first-class 
banks were to adopt as their ultimate 
code of banking ethics the ideal that 
the proudest amongst them normally 
would not re-discount with the Federal 
Reserve Banks except for special rea- 
sons; if the less powerful banks of that 
class were to aspire to re-discount nor- 
mally with Federal Reserve Banks only 


their short maturities, this would result 
in leaving the re-discounting of the 
longer maturities almost exclusively the 
field for the small banks, and it would 
be primarily to meet their requirements 
and conditions that the ninety-day re- 
discount policy and that for the longer 
maturities would have to be determined. 
We should thus simplify our problem 
and bring it into a form where it could 
be properly understood, and where the 
adoption of an effective rate policy 
would offer much less complexity for 
the Federal Reserve System. 

For the small banks we would lay 
down a very different code of ethics 
than for the large banks. Where to 
the latter we ventured to suggest that 
they use their re-discount facilities as 
sparingly as possible (perhaps, by re- 
discounting only the very short ma- 
turities), we would say to the small 
country banks: ‘Use your re-discount 
facilities unhesitatingly and freely in 
certain seasonal periods with these re- 
strictions only: don’t exceed a reason- 
able limit indicated by a safe proportion 
to your own resources; don’t borrow all 
the year around; liquidate your re-dis- 
counts with the Federal Reserve System 
entirely, at least once every year, when 
the seasonal demand is over; for the 
Federal Reserve System is not designed 
to furnish you permanently with addi- 
tional working capital, or—to put it 
another way—to permit you chronically 
to encroach upon your reserves by be- 
ing a perpetual borrower from the Sys- 
tem.” 

There are, then, two entirely differ- 
ent codes of ethics governing the rela- 
tions of member banks to the Federal 
Reserve Banks; it would follow, as a 
matter of simple logic, that there should 
also be different rate policies. The pres- 
ent policy of trying to have one shoe 
fit them all: bankers’ acceptances, trade 
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acceptances, fifteen-day and six-month 
paper practically all in one pot, seems 
to be the expression of an “anvil policy” 
—and of a very soft anvil, at that. The 
wish to see uniform re-discount rates 
established for all types of paper, for 
all maturities, and for all districts in 
this heterogeneous country of ours, is, 
to my mind, a much mistaken aspira- 
tion. Re-discount rates may differ par- 
ticularly with regard to maturities, and 
in given circumstances, also according 
to types and local conditions; on the 
other hand, it is the open market rate 
for standardized prime acceptances that 
should be fairly uniform all over the 
country. 


It has net infrequently been urged 
that a distinction be developed between 
prime acceptances arising out of foreign 
transactions and prime acceptances aris- 
ing out of domestic transactions. In 
favor of this proposal it has been 
argued that such distinction would per- 
mit a difference in rate by virtue of 
which it would be possible to compete 
with London upon transactions arising 
out of foreign business while not neces- 
sitating the extension of such a rate to 
the entire domestic market, including 
domestic acceptances. The competition 
of London upon the basis of such a rate 
as prevails at the present time, say 
2% %, would, it is argued, tend to offer 
domestic borrowers’ funds through ac- 
ceptances at lower rates than borrowing 
by other methods. Personally, I have 
not been able to persuade myself that 
the balance of the argument is in favor 
of the proposition. If there were a 
tendency to abuse the domestic accept- 
ance, the market might find it necessary 
to discriminate and thereby establish a 
retaliatory rate against domestic ac- 
ceptances. I should be sorry to see such 
necessity develop, because my ideal is 
to see a wide and uniform acceptance 
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market, with as little red tape, discrim. Ve 


ination, and differentiation as possible. 
The acceptance, as the classic prime jn. 
vestment, will have a hard road to 
travel if we are to explain to the in. 
vestor that the acceptance of the Bank 
of Commerce, when granted for 4 
domestic transaction, is net so good as 
an acceptance given by the same insti. 
tution for financing a foreign transac. 
tion. I think we should be adding one 
more anomaly to our present unsatis. 
factory conditions. The consequences 
of the establishment of two rates for 
bankers’ acceptances would probably be 
that the Federal Reserve Banks would 
get all the export and import bills at a 
lower rate, where our investors, includ. 
ing the country banks, would be buyers 
of domestic acceptances at a higher rate. 
For the time being the situation is re. 
versed. The commercial paper rate, as 
compared to the bankers’ acceptance 
rate, is so low that there is very little 
inducement for anyone to use domestic 
acceptances. 
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Conclusions 


To sum it up once more: If, in our 
mind’s eye, we should eliminate the 
open market functions of the Federal 
Reserve Banks, we should then have a 
system where at some thirty Federal 
Reserve Banks and branches the local 
member banks would delve haphazard 
into the general reserve pot—arbitra- 
rily, at poorly fitting re-discount rates, 
according to their individual whim and 
requirements—while, as supplementary 
and principal stabilizer, they would rely 
upon the call money market of the New 
York Stock Exchange, an instrument 
without any direct connection with the 
Federal Reserve System. As against 
that, visualize a call money market 
based on bankers’ acceptances and gov- 
ernment certificates, directly connected 
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with the Federal Reserve System and 
reaching through a network of bill 
brokers and discount corporations, as 
we foresee it, every bank worth the 
name in the country. The first would 
give us a jerky and wholly unsatisfac- 
tory system. The Federal Reserve 
Banks have made large strides in the 
direction of the second; indeed, without 
the intelligent and consistent work done 
by them in this regard since the very 
early beginning of their operations, the 
System could not have functioned as ex- 
cellently as it did, and as it does to-day. 
We are, however, still far remote from 
our ultimate goal, and it is all-impor- 
tant that we should keep our ideal clear 
before our eye even though we know 
that it will take time, patience, and con- 
sistent planning to get there. 

Bankers’ acceptances, properly devel- 
oped to their fullest degree of useful- 
ness, would serve as equalizers of 
money rates, and the agricultural sec- 
tions could profit from them in a much 
larger measure than heretofore. When 
the country bank, with the aid of the 
Federal Reserve Bank’s re-discount 
facilities, has carried the making and 
harvesting of the crop, the financing of 
the crop’s distribution ought to become 
to a growing degree the function of 
bankers’ acceptances, thus liquidating 
the local country bank’s re-discount 
operations, But the crop cannot be 
inanced by such acceptances until, with 
a clear title, it is properly warehoused 
and graded> A country-wide net of 
modern warehouse facilities is of vastly 
greater importance in this regard than 
new sources of credit. There is credit 
enough available for the marketing of 
the crops, if a clear title and proper 
grading can be furnished and if there 
is a responsible borrower. Great head- 
way has been made in this regard, but 
more remains to be done. It is all im- 


portant that the farming sections, and 
their representatives in Congress, be 
made to comprehend that a properly de- 
veloped open discount market will oper- 
ate to their benefit to a larger degree 
than that of any other group. Only 
when this fact is thoroughly understood 
will the stupid prejudice be broken 
down that an open market rate for 
bankers’ acceptances (guaranteed pa- 
per) lower than that for single-name 
(unguaranteed) paper embodies a spe- 
cial advantage for the big fellow at the 
expense of the small one. The reverse 
is true; nothing will have a stronger in- 
fluence towards stabilizing and lowering 
interest rates for the entire country 
than a fully developed discount market. 

It has been asked: Would the sup- 
ply of American bankers’ acceptances 
be large enough to support a call money 
market of the importance that I have 
sketched? I believe that, with all con- 
fidence, we may answer the question in 
the affirmative. If there were a con- 
certed and continuous demand for bank- 
ers’ acceptances on the part of the 
investing banks (and if the floating sup- 
ply of short Treasury certificates and 
notes were gradually decreased) the 
open market rate for these acceptances, 
as compared with the rate for commer- 
cial paper, would become reduced. The 
lower rate would entail a cheaper cost 
of borrowing on acceptance credits; it 
would thus encourage a larger use of 
such acceptance facilities, and, as a con- 
sequence, result in a greater supply of 
such bills. In addition, however, it is 
to be hoped that the Federal Reserve 
Act may be further amended so as to 
authorize certain finance drafts and to 
make them “eligible” as investments for 
Federal Reserve Banks. 

No doubt some of the many countries 
which now have abandoned or sus- 
pended their gold standards will wish, 
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sooner or later, to work their way back 
to a definite and unrestricted relation 
to gold. It will be a difficult path for 
most of them; a long and trying one 
for many. Not only are we to-day the 
gold axis of the world, our drawing 
power for gold is still such that a re- 
turn to the gold standard for most na- 
tions is to-day almost equivalent to a 
return to a definite relation to the dol- 
lar. Countries returning to an unre- 
stricted gold standard—or adopting a 
gold exchange standard—would, there- 
fore, be greatly assisted by American 
bankers’ acceptance credits with which 
to protect their newly established gold 
parities against threatening gold ex- 
ports, or against their alternative (in 
case neither gold nor gold exchange 
would be forthcoming), the recurrence 
of the dreaded premium of the dollar, 
i. e., the gold premium. We have a 
very real and deep interest in the re- 
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establishment of stability of world 
trade. We know that stability of trade 
is predicated upon stability of ex. 
changes. Even were we willing to close 
our conscience against the responsibili. 
ties imposed upon us by our strangle. 
hold on so much of the world’s gold, 
our self-interest would compel us to 
lend a hand in this process of general 
stabilization. Our agricultural staples 
will feel the pinch of crippled outlets 
until this convalescence is accomplished, 
By the widening of American accept. 
ance powers so as to grant, under ade. 
quate safeguards, such facilities to 
countries emerging from economic dark. 
ness, we should be helping them 
and, incidentally, be helping ourselves. 
Whether the propitious moment for 
such action be near or remote, it is 
bound to come. For all things pass in 
this world—even human madness. And 
there is consolation in that thought. 


| | 
of ind 


ably at 
any pa 


The 
a stage 
vestme 
thougt 
propo! 
ment € 
theref 
as a ¥ 
plans. 
teleph 
ties ar 
ful fo: 


dition: 


Thi 
the f 
busine 
a bas 
charg 
invest 
accon 
phone 
almos 
locke 
ascert 
of th 


of se 


mark 


to a 
devel 
tory 

ducer 


has f 





FORECASTING THE FUTURE MARKET IN A 
LARGE COMMUNITY 


By E. L. STONE, JR. 


HE importance of forecasting 
T the future volume of business 
varies widely in different types 
of industries and may vary consider- 
ably at different periods in the life of 


any particular industry. 


The telephone industry has reached 
a stage such that its total plant and in- 
vestment are subject to additions which, 
though absolutely large, are a smaller 
proportion of the total plant and invest- 
ment each succeeding year. The plant, 
therefore, is becoming less susceptible 
as a whole to radical changes in basic 
plans. This is especially true of the 
telephone business in large communi- 
ties and is a factor which calls for care- 
ful forecasting of future operating con- 
ditions especially in such communities. 


The primary purpose of forecasting 
the future volume and character of 
business which can probably be done on 
a basis of certain specified rates of 
charge is to determine the amount of 
investment and expense warranted to 
accomplish certain results. In the tele- 
phone business another purpose of 
almost equal importance, which is inter- 
locked with the primary purpose, is to 
ascertain the probable future character 
of the market to determine what classes 
of service should be offered to fit the 
market requirements. This is essential 
to assure a satisfactory and stable 
development of the market, satisfac- 
tory to both the customer and the pro- 
ducer. In general, a successful industry 
has four principal parts: 


1. A product that is in demand and can 
be sold at a reasonable and satisfactory profit; 


2. The plant and organization required for 
producing the product; 


3. A market; 


4. A price schedule producing satisfactory 
revenue and sales results. 


The telephone industry has these 
same four parts, with telephone service 
as the product and every family and 
business firm within the operating area 
as the market. 

In view of the necessity, however, of 
offering various classes of telephone 
service at different rates to meet the 
differing service requirements of indi- 
vidual customers or subscribers, any 
forecast of future demand for service 
requires more or less classification or 
gradation of the market, with an esti- 
mate of the service requirements of the 
various market classes or grades. This 
introduces the necessity of developing 
scientific methods of forecasting and 
classifying the telephone market, and 
such methods have been developed and 
tested through about 10 to 12 years 
of operating experience. 

In forecasting the future. it is ob- 
vious that estimates for the immediate 
future will be based largely on existing 
operating conditions and results, and 
may not represent what is considered 
the normal demand. On the other 
hand, estimates for a long period into 
the future must be based on an expecta- 
tion of normal operating conditions 
and, therefore, to that extent are more 
theoretical than the short period esti- 
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mates. From the nature of the prob- 
lem, forecasts of the future naturally 
divide into two classes—short period 
forecasts and long period forecasts. 


Estimates for a short period, say, 
three to six years, will be controlled 
largely by the following factors: 


1. The status of the existing development 
or sales in the market. In the telephone busi- 
ness this involves an understanding of the 
amount of market already supplied, the 
amount and character of the market as yet 
unsold, from what strata of the market the 
new subscribers or buyers are now coming 
and the amount of backed-up or unsatisfied 
demand. 


2. The past and present trend of sales. 


3. The probable increase in the volume of 
the market. 


These short period forecasts are the 
basis upon which year-to-year operating 
expenditures are made, but to avoid 
radicai revisions in operating practices 
in the more distant future, it is essen- 
tial that these provisional estimates 
should be related to long period fore- 
casts of perhaps 15 to 25 years. This 
probably applies, in general, to all large 
industries, but in addition in the tele- 
phone business the long period forecast 
is necessary as a basis for engineering 
many features of telephone plant which 
must be located and installed with 
definite regard to their use for a very 
long period in the future. 


This paper will discuss a method of 
forecasting future telephone market 
conditions for a period up to 25 years 
in a large community. These forecasts 
are a part of a comprehensive survey of 
future market, telephone development 
and operating conditions, and as a 
background for an understanding of the 
method of forecasting the market, a 
brief outline of the complete survey is 
perhaps of interest. 


A complete survey and forecast of ; 
large community consist of four quite 
separate parts: 


1. A statement and analysis of the existing 
market and sales, including an analysis oj 
sales by market classes, service classes, and by 
local sectional areas; 


2. A forecast of the market for telephone 
service at a future date or dates; 


3. Estimates of the amount of service that 
will be sold in the areas under consideration 
at a future date or dates under specified price 
or rate conditions ; 


4. An analysis of the relation between rey- 
enues and investment and expense resulting 
from the estimates of sales under the various 
price schedules to be tested, and finally the 
— of the most satisfactory commercial 

asis. 


The scope of this discussion involves 
only certain steps of the first two parts 
—the analysis of the existing market 
and the method of constructing the fu. 
ture market. 


I. An Analysis of the Existing Market 
in a Large Community 


The steps of a complete telephone 
market and sales analysis are as fol- 
lows: 


1. Selection of the Survey Area 


2. Division of the Survey Area in Homoge- 
neous Market Sections 


To classify families on a basis of type 
and rental of quarters occupied it is neces: 
sary first to divide the community into 
small sections within each of which rental 
conditions are based on the same economic 
considerations. This will be discussed in 
the next step. 

3. Determination of the Method or Scheme 
of Classifying and Grading Family Types and 
Business Firms 

The telephone market has two principal 
divisions—the business market and the res'- 
dence market. 

In the business market, telephone serv- 
ice is sold closely on a business firm basis, 
and may be analyzed by recording and 
classifying firms according to type of bust 
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ness done. ‘The business market is also di- 
vided into two parts—general business firms 
and neighborhood business firms. This may 
be explained briefly by stating that the 
neighborhood business firms are those lo- 
cated outside of the general business sec- 
tion of a city and throughout the residence 
sections and are dependent on the imme- 
diate neighborhood for support. The firms 
in the general business section are assumed 
to be dependent on the community as a 
whole for support. Manufacturing firms 
will appear in both divisions of the busi- 
ness market. Tables 1 and 2 illustrate 
typical summaries of the two parts of the 
business market. 
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In the residence market, telephone serv- 
ice is generally sold on a family basis. As 
stated before, different classes of service (in- 
dividual line, two-party line, four-party, 
six-party, etc.) can be provided at differ- 
ent rates. It is, therefore, necessary not 
only to record the number of family units, 
but also to grade the families into economic 
classes or grades. ‘This is accomplished by 
first dividing the survey area geographically 
into uniform market sections and then by 
classifying each family by the rental value 
of quarters occupied. In order to use rental 
values as the basis for grading the families 
it is necessary to first divide the community 
into homogeneous market sections ! in order 


TABLE 1: BUSINESS SECTION SUMMARY—PRESENT—1921 
COMMERCIAL SURVEY—FIELD WORK SEPT.—NOV. 1921 










































































PRESENT BELL SERVICE 
USERS OF 
Class) CLASS OF BUSINESS _ |Total/Total| Per One- P. B. X. 
No. Firms|Users|Cent _.__.. |Coin| Party 
Box|Meas. | 
Bell|Ind.|Both Users|Trks.| Sta. |O.L./O.S./E xt. 
1 | Department Stores 5 5} 100.) Si S| S| 48 6 5 | 170} 864) 29) 5 
Class No. of Rooms 
2 |Hotels ist 38%8 4.1 8 s|100.) Si 5S} 5|30] 25 5 | 187 | 3631] 15] 9] 6 
3 |Hotels 2nd 1876 Fal 16 16 | 100. 16} 10) 10) 24 4 & 30 | 1139 2 
Vacant 
Bidgs.Rooms.. 
4 Office Mod. 43 1387 2439 12396 | 98.|2366] 722|7692 | 21 |2207 476 |1698 | 5679] 579]178 |2014 
5 |Bidgs. Old 19 147 670 | 583 | 87.| 559] 123)” 99 | 11 | 545 31 | 97 | 317] 9} 25 | 209 
6 | Misc. Offices 619 | 565 | 91.| 547] 195] 177 | 33 | 536 64 | 343 | 1092| 371] 51 | 308 
7 | Retail—Large 43 | 43 | 100.) 43] 34| 34] 29] 13 39 | 186 | 641] 27] 17 7 
8 | Retail—Medium 1428 |1054 | 74.| 851| 468] 265 |279 | 590 35 | 79} 229) 13] 18 | 199 
9 | Retail—Very Small 117 | 21 | 18.) 5| 16 4 1 1 
10 | Groceries or Markets 80 | 53] 66.) 25] 39] 11] S| 22 3] 18] Si] 1 2 
pes 
11 | Drug Stores 39 | 39 | 100.| 39] 36 76 | 22 6 
12 | Banks & Trust Cos. 17 | 17 | 100.| 17] 15] 15]16] 5 15 | 165 | 991] 39) 4] 4 
13 | Theatres—Large is} 14] 93.) 144 7] 7{| 20] 17 4} 13] 42) 1 12 
14 | Theatres—Small 13} 11] 85.| 1 s a161 7 i 
15 | Amusement Places 31 18 58.) 15 8 5 | 17 1 1 
16 | Society Rooms 60 | 42] 70.) 39) 13] 10] 14] 40 1} 21 
17 | Garages—Public 47 | 45 | 96.| 42] 20) 17] 15] 39 3] 11 36} 3) 22] 12 
18 | Stables=—Public 13} 11] 85.| 8] 6 3 7 1 
19 | Fire & Police Stations 6| 6] 100. 6} 6] 6| 2 1| 14 9} 87! 11 2 
20 | WholesaleLarge 89 | 89 | 100.) 89} 83} 83| 8| 22 81 | 417 | 1809] 52] 6] 25 
21 | Wholesale—Small 468 | 456 | 97.| 413] 323] 280 | 18 | 426 34 | 88 | 249) 3] 2] 194 
22 | Mfg.—Large 35 | 35 | 100.| 35| 241 24| 3| 37 321150 | 743} 22} 1] 4 
23 | Mfg.—Small 182 | 181 | 99.| 178] 70) 67] 5 | 129 62 | 139 | 520} S| 7| 90 
ay | workshope 910 | 728 | 80.| 659) 178] 109 | 17 | 647 6} 13| 29 12 | 118 
5 | Warehouses—Good 53 | Si| 96.| 45} 24) 18 20 S| 17| 65} 2) 52 6 
26 | Warehouses—Poor 4s} 4] 9. 3} 2 1 2 1 
27 | Yard Storage 22| 13| s9.| 11] 5S} 3 6 1 2 3 4] 42 
28 | Power Houses 3| 2\| 67.) 2s 4 2 2 
29 | Transportation 14| 14] 100.) 14) 12] 12] 16] 17 S| 44| 72) 26) 79] '3 
30 | Religious Insts. 11 s8| 73.) 8 2) 2] 2 9 3 2 3 20 9 
3! | Government Bldgs. 9| 9] 100.) 9 9 9] 11] 31 4| 136 | 552} 66) 31] 12 
32 | Educational Insts. 5| s]100.| S| 3] 3] 1 1 3] 15 78| , r 
$3 | Homes and Hospitals S| sige & @ 243 2 1} 11] 133 2| f3 
34 | Large Clubs 13 | 13] 100.| 13) 11) 11] 13 9 10| 57] 588} 5 6 
|_ 3S | Parks 2} 1] so} 1 e] 1 
36 | Telephone Exch. 3 3 | 100 a 2 2 2 |€47 37 4 
3g | public Mikt. 2} 2] 100.) 2 1| 14 1} o| ad af “al ES 
3f | Erie St. Cemetery 1} 1] 100.) 1 31 
Total Occupied 7533 |6562 | 87. 6106)2483|2027 751 |S511 3 | 936 |4121 |19326]/1368| 581/3284 
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to (a) segregate foreign population and 
races, (b) segregate single or multi-farnily 
houses that should have closely the same 
economic basis of rental. 

The final aim is to so select the market 
sections that all families in each rental class 
in each section will be of similar type. This 
means that the analysis of the market and 
sales will be accurate for each market sec- 
tion, but that summaries of results group- 
ing market sections will introduce important 
variations and inaccuracy in the analysis. 
However, a complete summary of a com- 
munity is useful for comparison pur- 
poses with other communities. A complete 
summary of a residence market of a city 
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is illustrated in Table 3. 


1It is obvious in any large community that 
rental values for the same size or type of house 
will vary according to age, popularity, and con- 
venience of location of the house or neighborhood. 
It is also obvious that houses renting for the same 


value may house families of very different type 


TABLE 2: NEIGHBORHOOD BUSINESS TELEPHONE DEVELOPMENT-—PRESENT-191 
COMMERCIAL SURVEY—FIELD WORK SEPT.—NOV. 1921 


4. Preparation of Record of Existing Sup. 
scribers and Service by City Blocks 


This consists of the preparation of a cari 
file of subscribers and the listing of sy}. 
scribers and service in each city block on , 
form designed for the purpose of later clas. 
sifying these families and firms in the field. 


5. Field Record and Classification of Fy. 
isting Families and Business Firms 

With one form. for each block providing 
a list of existing families and firms having 
service with the class of service of each, and 
another form for each block designed to 
classify non-subscribers, a house-to-house 
canvass is made and every family and firm 
recorded and classified. 


and market grade. However, these conditions ar 
generally uniform for neighborhoods of varying 
size and to save the additional work required t 
forecast all details down to a city block basis it 
is desirable to group as many blocks as condi- 
tions will permit. In general, market sections 
vary in size from about 1o to 150 blocks. 





























USERS OF BELL SERVICE 
Business Total| Per o aa Extraj 
Classification Firms) Users} C’t P. B. X. Serv-} 
Bell | Ind. | Both} Coin} One [Two ice 
° -| @ |Users/Trks.| Sta. |O.L. Ext. 
Offices 2,202) 1,856] 84.}1,633} 624) 401] 71/1,534) 5) 3] 82] 269) 1,061] 53) 357) 579) 419 
Retail 6,868| 3,834] 56.| 2,593} 1,803} 562] 1,119]1,447} 6} 13} 60} 190) 633) 10) 1) 201) Si 
Retail (very small)| 1,595} 162] 10. 76, 93 7| $3) 24 : 
Groceries or Mar- 
ets 2,954] 1,795] 61.}1,174] 803] 182] 483] 744) 1] 11 7| +67 92 4) 72 
Drug Stores 384] 384] 100.| 374) 333] 323} 473] 129) 1 5} 229 
Theatres 107 46] 43.| 39) 10 3 8| 35 10 
Amusement Places 260 98} 38. 79 25 6 55 
Society Rooms 251 87) 35. 67 27 7 30 
Garages (Public) 209} 198] 95.) 185) 62] 49] 30 
Stables (Public) 1 
Fire and Police Sta- 
tions 55 55} 100.| 55} Si) Si] 43 | a 
Wholesale 188} 188] 100.| 162] 126] 100 5 
Mfg. e 307} 307] 100.| 304) 135] 132) 13 
Mfg. Small 605} 598] 99.| 580} 224] 206 4 
Workshops 3,580] 1,657} 46.|1,405| 456} 204] 106 
















































































Warehouses (Good) 124 115} 93.) 106 55 46 1 76 9 26 77 43} 2 7 ‘ 
Warehouses (Poor) 12} 13. 4 9 1 4 ol 4 
Yard Storage 470} 349! 74.) 295] 228] 174 1} 267; 4, 2) 24 7 183} 3) 42 7 
Transportation 49 48, 98.) 44| 19] 15] 18] 25) 9} 2 6] 67] 161) 68} 89 1 _ % 
Railroad Yards 17 16] 94. 15 8 7 1} 24 39) 1 
Car Barn Power vl sf 
Houses 47 42} 89.) 39 8 5 i} 19 1 1 4) 71 i 
Religious Insts. 507} 184] 36.] 143] 66) 25) 14] 105) 41 2 2 eo us ik 
Government Bldgs. 19 12} 63.| 11 8 7 10} 2 3} 12 52) 15 o 
Educational Insts.| 323) 245} 76.| 136| 165} 56] SO} 108} 6) 2 8| 24) 142 6 oo 
Homes or Hospitals 84 80} 95.| 76; 30| 26, 21) 64) 6 15} 57] 456) 14) 1 
if 
Clubs, Large 33 30] 91. 27; +12 9} ii} 13) 1 12} 35} 154) 1) 1 «il 
Hotels 8 7| 88. 7 44 4 of 12] OF 1 4) 18} 388 1 : 7 
Parks 25 6| 24. 6 il 1 3 
Cemeteries 47 1s} 32./ 11 9 5 10} 2 1 2 21 1 
Miscellaneous 42} 38 27] 18] =7| «= 28] 185) 1 5| 30} 63] 281) 20} 20) 20 
ood Total 21,514) 12,493| 58. | 9,698) 5,425| 2,630] 2,649| 7,060| 10S} 38| 696] 2,607| 12,695| 594| 917| 1,958) 1,767 
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The efficiency and accuracy of this work 
depends largely on experienced training and 
supervision of the field men. 


6. Summary of the Field Data 


This may be completed during the prog- 
ress of the field work by a force of clerks, 
The summaries provided for each mar- 
ket section and for the community as a 
whole are illustrated in Tables 1, 2 and 
3, The results given in these tables were 
the actual results of an analysis of a com- 
munity of about 1,000,000 population. 


II. A Forecast of the Future Market 
in a Large Community 
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A forecast of the future market in a 
large community has five steps: 


1. An estimate of the future total popula- 
tion at certain dates, for telephone engineering 
purposes generally about 6, 12 and 20 years 
hence, and an estimate of the local distribu- 
tion of the total population figures; 

2. A classification of the population assigned 
to each market section at a future date or 
dates ; 

3. An estimate of the total number of busi- 
ness firms to be expected in each of the 
business classes ; 

4. A forecast of the changes that will prob- 
ably take place in each city block within the 


TABLE 3: RESIDENT TELEPHONE DEVELOPMENT—PRESENT—1921 
COMMERCIAL SURVEY—FIELD WORK SEPT.—NOV. 1921 


Rental USERS OF 
Class 
Private 


Residence 


Fam- | Total| Per 
ilies | Users 


Bell | Ind. 


10 8,6 ’ 591 
18,411! 11,7 ; 11 
18,561! 7,81 991 


1,7 
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1 
Under 1 


Total_| 101,991] 43, 
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general business section with a resulting pic- 
ture of what each block will have at a future 
date or dates; 


5. An estimate of the number and classifica- 
tion of neighborhood business firms in each 
residence market section at a future date or 
dates. 


A brief outline of these steps will 
indicate the general method followed 
and the factors considered in building 
up a statistical picture of a community 
at certain dates of the future. 


1. The Population Estimate of the 
Community as a Whole 


In approaching the responsibility of 
estimating the future population of a 
community for any period up to at least 
forty years, it can be assumed definitely 
that no two large communities in the 
United States are alike or have had the 
same influences exerted in the same rela- 
tive proportions on their past growth. 
The fact that one city after reaching a 
certain size has continued to increase 
at a certain rate has practically no rela- 
tion to the growth to be expected in 
another city, unless both cities have the 
same birth and death rates and are not 
attracting from or losing population to 
outside regions. This necessity of ana- 
lyzing carefully the influences that have 
caused the actual past growth of a city 
and of forecasting the probable future 
influences to be expected in that city 
makes each individual case a very inter- 
esting study. 

The amount of detailed study war- 
ranted as a basis for forecasting the 
future population of a city varies very 
widely and is dependent on the charac- 
ter of the community and the nature of 
the influences affecting its growth. 

In general, a city, or any other de- 
fined area, increases in population from 
two sources: 


1. The excess of births over deaths; 


2. The attraction of population from out. 
side. 


The amount of increase in population 
in the past due to the excess of births 
over deaths can be very closely com. 
puted, either from statistics available 
for that community or based upon gen. 
eral ideas developed from analyzing 
these statistics for other cities. Esti. 
mates of the future increases from this 
source should be based on the general 
ideas underlying the estimate of the 
character of population that will be 
attracted from outside. Negro migra- 
tion, immigration restrictions and birth 
rate and death rate statistics for vari- 
ous races and nationalities have a bear. 
ing on this estimate for the larger com- 
munities. However, this part of the 
population estimate is generally of de- 
cidedly less importance than the esti- 
mate of the population that will come 
into or go out of the community, and 
from general experience it is found 
that a very detailed analysis of the pop- 
ulation increase from this source is not 
necessary. 

In most of the larger communities 
the analysis of the population that has 
been attracted to the community pro- 
vides a very interesting and often com- 
plicated study. In addition, after an 
analysis of the past growth has been 
satisfactorily completed, the real prob- 
lem remains to forecast the influences 
that will attract population in the fu- 
ture and to translate these ideas into 
population growth figures. 

The principal influences that attract 
population to a city are: 


1. The increase in wholesale, retail, and 
general office business, due to the develop- 
ment of a tributary territory; 

2. The attractiveness of the community 
homeseekers of the “retired from business 
class; 
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3. The increase in industrial development 
which may be expressed as the increase in the 


demand for labor. 


It is well established that cities go 
through different periods of develop- 
ment, and theoretically the influences 
and the results of these influences 
should be analyzed for these definite 
periods. However, in actual practice 
it is necessary to adopt the Federal cen- 
sus periods, and this introduces some 
consideration of the changes in the 
fundamental conditions which may have 
occurred between census dates. 


If the growth of a city during a cen- 
sus period has been due to all three of 
the influences outlined above, it may be 
very difficult to determine the relative 
eflect of each. In such a case, the best 


method seems to be to outline the tribu- 
tary territory of the city; then analyze 
the growth of this territory and finally 
estimate the relative amount of popu- 
lation growth in the city due to the de- 


velopment of the tributary territory. 
It is also possible to approximate the 
relative amount of city growth due to 
increase in industrial employees during 
the same period. As a basis for deter- 
mining the ratio of population increase 
to industrial employee increase, the 
actual ratios of certain industrial cities 
that are growing almost entirely be- 
cause of this influence may be computed. 
Actual ratios thus obtained will be 
found to be quite uniform, but a certain 
amount of judgment is generally in- 
volved in estimating the proper ratio 
for the city in question. Assuming that 
these two influences, the tributary ter- 
ritory and industrial expansion, can be 
closely estimated, the remainder of the 
growth, after deducting the excess of 
births over deaths, will be due to other 
general influences, including the attrac- 
tion for “retired” population. 
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As we are rapidly approaching a 
condition in which all sections of the 
country will be normally settled, the 
future growth of cities will be more 
and more dependent on industrial ex- 
pansion. This does not mean that fu- 
ture improvements in cultural conditions 
will not have important reactions on 
certain agricultural sections and react 
on certain cities. There are many po- 
tentialities from the development of 
water power, irrigation and more scien- 
tific soil treatments that will later react 
on economic conditions. However, 
from the standpoint of forecasting pop- 
ulation growth for the next two or three 
decades, a knowledge of the trend of 
industrial expansion is by far the most 
important qualification. 

Population estimates for a city as a 
whole should represent the expectations 
for the real community without regard 
to political boundaries. The real com- 
munity may consist of a city with a 
small amount of overflow of population 
just outside the city boundaries, or it 
may consist of a city and a relatively 
large surrounding area including cer- 
tain incorporated suburbs. 

The table upon page 276 is intended 
to outline a theoretical population esti- 
mate for a community that has been 
growing at a relatively high rate. 


This estimate represents a commun- 
ity that increased rapidly from almost 
nothing at 1870 to 130,000 at 1900, 
due to the development of its tributary 
territory. During this period a certain 
amount of industrial development oc- 
curred in the city, probably to supply a 
nearby market. From 1900 to 1g10 
the tributary territory continued to in- 
fluence considerable growth in the city, 
but very much less than previously, and 
since 1910 the effect of the tributary 
territory hzs been rather unimportant. 
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Between 1910 and 1920 an important 
industrial development took place, and 
this is expected to continue very rapidly 
through this decade and then less rap- 
idly from 1930 to 1940. 


The Future Local Distribution of 
Population ., 


Population statistics are obtainable 
from the Bureau of the Census for all 
civil districts, including wards and 
enumeration districts. The latter are 
small in area and may be grouped to 
correspond to almost any larger divi- 
sions of the city. It is, therefore, pos- 
sible to tabulate a statistical population 
history of any divisions of the com- 
munity, involving a small amount of 
estimating if it is necessary to divide 
certain enumeration districts. 

There are two steps in a forecast of 
the local distribution of population. 


The first is primarily an estimate based. 


upon population statistics of the past, 
a record of existing vacant land and a 
more or less intimate knowledge of 
local conditions and influences affecting 
the growth of the various sections of 
the community. The other step is 
primarily a check on the results of the 
first step and consists of (1) an esti- 


mate of the classification of families jn 
each market section at one or more 
future dates, (2) a summary for the 
entire community of the families 9 
classified, and (3) a comparison of this 
summary with the analysis and classi. 
fication. of existing families. If this 
comparison indicates that the comme. 
nity has been graded up or down in 
character contrary to the fundamental 
ideas of the influences that are going 
to cause the community to increase in 
population, then the amount of popula. 
tion assigned to certain high grade sec. 
tions must be shifted to certain lower 
grade sections, or vice versa. This 
means a very careful adjustment of the 
future population increase in high, 
medium and low grade sections to 
finally result in a classification of fami- 
lies at various future dates for the com. 
munity as a whole that will carry out 
the ideas underlying the population 
estimates as to the amount and charac. 
ter of population that will be attracted. 
A large industrial expansion would 
mean a corresponding influx of certain 
classes of labor and a reaction on cer- 
tain sections of the city. 

The problem of determining the best 
method of forecasting the distribution 
of population in various sections of the 











Total Decade 
1890 65,000 





Date Population Increase Natural 


1900 1 30,000 65,000 5,000 
| 1910 170,000 40,000 10,500 
| 
| 1920 250,000 80,000 17,000 
| 1930 350,000 100,000 25,000 
| 1940 450,500 100,500 35,000 


Decade Increase Due to 
Tributary Industrial Other 
Territory Expansion Influences 


54,000 3,000 3,000 
21,500 5,000 3,000 
10,000 49,000 4,000 
8,000 61,000 6,000 
8,000 50,000 7,500 
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community depends principally on the 
size and complexity of the community. 

The best treatment for the largest 
community is to analyze the distribution 
within the area of attractive commuting 
service and to analyze the past growth 
and forecast the future by zones radiat- 
ing from the center of the community. 
Then, as a second step, each zone might 
be divided into segments representing 
the directions of growth. These vari- 
ous zones and divisions may be fore- 
casted with relation to each other, tak- 
ing into consideration variations in ex- 
isting transit conditions, probabilities 
of transit improvement, the availability 
and desirability of vacant land and the 
probable reconstruction and crowding 
of population in the older sections. 
Having decided upon a reasonable dis- 
tribution in these large zones and seg- 
ments, further distribution may be 
made to smaller civil districts, market 
areas, etc. 

For cities of the next class, grading 
down in size to about 500,000 popula- 
tion, a similar zoning treatment is satis- 
factory, using selected ward boundaries 
as the natural divisions for zones and 
segments and finally estimating the 
future population at certain dates in 
each ward, market section and working 
section. “Working sections” are divi- 
sions of the market area and are the 
smallest areas for which complete popu- 
lation and character estimates are 
made. They generally vary from 
about 6 te 15 blocks in area. 

For cities of the next class, from 
about 500,000 population down to 
200,000, a zoning treatment is gener- 
ally unnecessary. In these cases the 
community may be divided into certain 
natural and economic divisions, using 
selected ward boundaries. The final 
estimates are then carried out for mar- 
ket sections and working sections. 
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For cities smaller than 200,000 the 
future distribution of population may 
generally be forecasted directly to in- 
dividual wards and then to market sec- 
tions and working sections. 

After preliminary population esti- 
mates for the community as a whole, 
each ward, market section and working 
section have been agreed upon, it is 
then necessary to translate the popula- 
tion figures into terms of families in 
order to provide a basis for classify- 
ing future families into market grades. 
This is generally based upon census 
statistics indicating the trend of the 
population per family for two or three 
decades in each ward and supplemented 
by corresponding statistics for the 
smaller census areas, enumeration dis- 
tricts. Until another census is avail- 
able, this estimate of future population 
per family is unusually difficult, due to 
the radical decrease in the population 
per family figures between the 1910 and 
the 1920 censuses. This rate of de- 
crease cannot continue, as in some sec- 
tions the 1920 figures were very low. 

In this discussion it has been assumed 
that the future volume of residence 
market could be forecasted readily in 
terms of population and then translaced 
into terms of families. In some com- 
munities the past growth and changes 
in local distribution can be analyzed 
better in terms of families, and in such 
cases the future market should be fore- 
casted in the same terms. 


2. Classification of the Population As- 
signed to Each Market Section 


As outlined earlier in this paper, the 
existing residence market is classified 
and graded in terms of rental of quar- 
ters occupied. The field record and 
classification provides a statement of 
the total families in each block and in 
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each market section with the families 
classified (1) as to type of quarters 
occupied (private residence, flat, apart- 
ment, lodging house or light housekeep- 
ing) and (2) as to rental class. This 
method permitted a grouping in each 
rental class of families of similar type 
and economic grade. 

The population estimates provide a 
statement of the total families to be 
expected at certain future dates in each 
market section. 

The future market is then developed 
for each market section by classifying 
and grading the families estimated for 
that section, first, by forecasting the 
proportions of the total that will be in 
private residences, flats, apartments, 
etc., and second, by forecasting the fu- 
ture classification of the families. at 
each date in terms of “types of fami- 
lies’’ actually in that market section, or 
in the city, at the time of the existing 
market analysis. This method of con- 
structing the future market in terms of 
types of families actually there today 
permits the maximum amount of confi- 
dence in the estimates of what can be 
sold at specified rates to various types 
of families. It also eliminates any ne- 
cessity of forecasting changes in rent 
levels and of relating telephone service 
rates to new rental values. 

The necessity of estimating for each 
market section, the division of the total 
families into the relative numbers who 
will live in private residences, flats, 
apartments, etc., requires a very thor- 
ough analysis of real estate trends, of 
the expansion or shifting of business, 
industrial, apartment house and lodg- 
ing house areas and of the relative 
popularity of the various directions of 
growth in outlying suburbs, etc. 

The market sections are originally 
laid out to segregate uniform real 
estate conditions as well as uniform 
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nationalities and, therefore, certain sec. 
tions will not change appreciably in 
character while others will be very 
largely changed. The latter must be 
considered very carefully. Zoning or. 
dinances are a very important con. 
sideration and in general a very 
appreciable aid in this work because of 
the restriction of multi-family houses 
to specified areas and the definiteness 
added to any estimates of probable re. 
construction. To stabilize real estate 
conditions will also tend to stabilize 
telephone plant conditions and promote 
more accurate plans. 

After these estimates of the future 
families in private residences, flats, 
apartments, etc., and of the types of 
families under each of these classes have 
been made, based upon the best judg. 
ment and expert local advice that can 
be obtained, these estimates are then 
summarized for the community as a 
whole and compared with the corre. 
sponding summary of existing condi- 
tions. In many cases it is also possible 
to compare with a previous market 
analysis made several years back, and 
thus check the forecast of the future 
with actual changes over a certain 
period of the past. These comparisons 
will indicate the relative amount of in- 
crease or decrease estimated for pri- 
vate residences, flats, apartments, etc., 
and will provide an opportunity for 
considering broadly whether the de- 
tailed estimates carry out the best ideas 
of future general tendencies in resi- 
dence construction. If it is decided that 
certain types of construction have not 
been properly forecasted, the market 
section estimates are revised to meet 
the broader ideas. 

The summary of the second step 
showing the classification of future 
families by “types of families” may also 
be compared with the corresponding 
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summary of existing conditions. In this 
connection it should be remembered 
that the population estimate for the 
community as a whole is based upon 
certain ideas, either of the amount and 
kind of industrial development to be 


expected, or of the amount and kind of | 


general business development, or both. 
Changes to be expected during the same 
period in the grading of the families 
should agree with these fundamental 
ideas. As stated previously, this also 
has a bearing on the amount of popu- 
lation increase estimated for various 
sections of the community. If the bet- 
ter class sections have been overesti- 
mated the summary will show too many 
families in the upper types. However, 
if one high-grade section has been over- 
estimated and another high-grade sec- 
tion underestimated, the total summary 
figures may not be sufficiently distorted 
to indicate the errors. 


3. An Estimate of the Total Number 
of Business Firms and the Future 
Number in Each Class of Business 


Statistics collected in about 150 mar- 
ket studies indicate considerable varia- 
tion in large cities in the relation be- 
tween population and total number of 
firms and even between population and 
total retail firms. However, in the re- 
sults of successive market studies of the 
same city it is clearly indicated that the 
total number of firms and the total re- 
tail firms increase very closely in the 
same ratio as population. In general 
there seems to be a slightly lower rate 
of increase in firms than in population, 
but a few cities have experienced the 
reversed condition. Further analysis 


of this is under way but there seems 
to be a well-established basis for fore- 
casting the increase in the number of 
firms in relation to the increase in popu- 
lation supporting them. 


It is not as 
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yet clear whether population is a better 
basis for this than families. 


The field record and classification of 
business firms summarized as illustrated 
in Tables I and II provides a basis for 
determining the relationship between 
the actual number of firms in each busi- 
ness class and the total population of 
the community or area supporting them. 
It is reasonable to assume that with 
few exceptions the firms in the central 
business section are supported by a 
population corresponding to that of the 
community. Certain classes, such as 
department stores, wholesale and mail 
order establishments, may serve very 
much larger areas and should be fore- 
casted in relation to the broader con- 
siderations. Large manufacturing es- 
tablishments are also a special con- 
sideration. 


In building up the future total busi- 
ness market while it is reasonable to 
assume that total firms will increase in 
closely the same relation as the popu- 
lation, each class of business firms 
should be considered in respect to its 
present status in the community and its 
probable future increase, and in certain 
classes the ratio of increase may be 
relatively very different from the popu- 
lation increase. 


The firms to be located in the gen- 
eral business section are distributed by 
a block-to-block inspection of existing 
conditions and a forecast of probable 
reconstruction, new buildings, etc. This 
is discussed in the following section. 


The business firms located in the resi- 
dence sections, called neighborhood 
firms, are almost entirely small retail 
stores for supplying the immediate 
neighborhood and are increased and 
distributed by a special study of con- 
ditions in each market section. In a 
few of the largest cities there are often 
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certain secondary business centers that 
serve quite large areas and may have q 
few relatively large retail stores, 
Neighborhood business firms in any 
particular section should not be jn. 
creased in direct proportion to the pop. 
ulation of the area apparently support. 
ing them, but should be based upon an 
investigation of the local conditions jn 
each section. In treating a small num. 
ber of firms it is obvious that the kind 
and size of individual stores and the 
relative status of the real estate devel. 
opment of the neigborhood should be 
carefully considered. 


4. The Forecast of Changes 
in Each City Block 
of the Central Business Section 


As stated in the previous section, the 
total number of firms in the general 
business section should be increased in 
approximately the same ratio as the in- 
crease in population estimated for the 
community as a whole. This method 
permits the preparation first of an esti- 
mate of total firms at certain future 
dates in the section as a whole and in 
each class of business, and second a field 
estimate of the number of firms of each 
class at corresponding dates in each 
block. This means that the totals are 
determined by a broad consideration of 
the future of the community and the 
block estimates are made by a field in- 
spection and forecast of changes in each 
individual block. 

In this connection it is important that 
the preliminary estimates for each block 
should be made on a basis of personal 
judgment supplemented by as much local 
information as possible regarding real 
estate trends, building restrictions, city 
plan, assessed valuations, owners of im- 
portant sites, plans of owners holding 
plots for proper time to reconstruct or 
to build important buildings and prob- 
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able future transit conditions. If the 
summary of the individual estimates of 
the blocks indicates important varia- 
tions from the statistical estimate of 
totals by classes, then both the block 
estimates and the statistical estimate of 
totals should be reconsidered and finally 
made to agree. 


This outline of those steps of a com- 
plete commercial survey necessary to 
forecast the future telephone market of 
a large community is confined to a tech- 
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nical statement of the general method. 
It should be emphasized that these 
methods permit the building up of the 
future market in accordance with cer- 
tain decisions involving broad consid- 
erations of the changes of economic 
conditions in the country as a whole 
and in sections of the country, and these 
broad considerations and conclusions 
uniformly treated throughout the coun- 
try assure reasonable consideration of 
the advantages and disadvantages of all 
cities relatively to each other. 
















ROM the standpoint of con- 
sumers’ buying habits, merchan- 
dise sold in retail stores can be 

divided roughly into three classes !:— 
(1) convenience goods; (2) shopping 
goods; (3) specialty goods. Using 
this classification, one of the initial 
steps in laying out a sales or advertis- 
ing plan is to determine whether the 
article to be sold will be purchased by 
consumers ordinarily with shopping or 
without shopping, at points of immedi- 
ate convenience or in central trading 
districts, with insistence on an individ- 
ual brand, with merely brand prefer- 
ence, or with indifference to brand. 

This preliminary analysis facilitates 
the determination of the kind of store 
through which the market for the spe- 
cific product should be sought, the den- 
sity of distribution required, the 
methods of wholesale distribution to be 
preferred, the relations to be estab- 
lished with dealers, and, in general, the 
sales burden which the advertising must 
carry. 

Convenience Goods 


Convenience goods are those cus- 
tomarily purchased at easily accessible 





1The methods of marketing goods for retail 
distribution are essentially different from the 
methods of marketing goods for wholesale con- 
sumption. In the one case it is necessary to se- 
lect marketing methods whereby the goods can 
be parceled out in small lots to individual con- 
sumers; in the other the sales are made in whole- 
sale lots for large scale use, as in manufacturing 
or in construction work. 

Mr. C. C. Parlin, manager of the Commercial 
Research Division of the Curtis Publishing Com- 
pany, has divided merchandise for retail distri- 
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stores; examples are canned soup, to- 
bacco products, electric light bulbs, 
safety razor blades, shoe polish, laun. 
dry soap, crackers, popular magazines, 
confectionery, and tooth paste. The 
consumer is familiar with these articles: 
and as soon as he recognizes the want, 
the demand usually becomes clearly de. 
fined in his mind. Furthermore, he 
usually desires the prompt satisfaction 
of the want. The unit price for most 
articles in this class is too small to jus- 
tify the consumer’s going far out of his 
way or incurring the expense of a 
street-car fare in order to procure a 
special brand. It is for such reasons 
as these that a product subject to this 
type of demand gains a large sales ad- 
vantage when it is purveyed in numer- 
ous stores located at points easily 
accessible to consumers. 


The consumer is in the habit of pur- 
chasing convenience goods at stores lo- 
cated conveniently near his residence, 
near his place of employment, at a 
point that can be visited easily on the 
road to and from his place of employ- 
ment, or on a route traveled regularly 
for purposes other than buying trips. 





bution into two classes—convenience goods and 
shopping goods. (Merchandising of Textiles, pp. 
5-6.) In the case of shopping goods he made 4 
distinction between men’s shopping goods and 
women’s shopping goods. In the classification ex- 
plained in this article, convenience goods are de- 
fined to include practically the same merchandise 
as was included by Mr. Parlin in convenience 
goods. The category of merchandise included in 
shopping goods in this new classification, however, 
differs from Mr. Parlin’s classification, and a new 
class—specialty goods—is added. 
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In sparsely settled districts, to be sure, 
the distance a consumer must travel to 
reach a store carrying convenience 
goods necessarily is greater than in 
densely populated districts, but funda- 
| mentally the buying habits are the same 
in all districts. Convenience goods, 
moreover, are purchased at frequent 
intervals by the average consumer, and 
these “repeat’’ purchases enable the 
stores handling such wares to secure 
adequate patronage with reasonably 
small investments in stocks of mer- 
chandise. 

Typical retail establishments carry- 
ing convenience goods are grocery 
stores, drug stores, and hardware 
stores. A majority of these stores are 
unit stores,? but it is in the trade in con- 
venience goods that chain store systems 
have shown the greatest develop nent. 
One of the essential characteristics of 
chain store systems is the combination 
of the advantages of large scale opera- 
tion with those of small scale selling by 
locating branches at points which can 
be reached easily by consumers for 
the purchase of convenience goods. 
The few chains of specialty stores, 
which for reasons to be indicated later 
operate on the principle of one store 
in a town, constitute an exception. 


Because of the desire of consumers 
to purchase this type of merchandise 
at easily accessible stores, the manufac- 
turer of a convenience article must aim 
to secure distribution of his product 
through a large number of stores in 
each territory. Many of the retail out- 
lets commonly utilized for this purpose 
at the present time are small unit 
stores; consequently, to obtain this 
widespread distribution it is customary 

*A unit store is a store, without an elaborate 
departmental organization, owned and managed as 


an independent unit for the sale of goods through 
personal salesmanship. 


283 


for most convenience goods to be 
sold through wholesalers. Whenever a 
manufacturer of a product in this cate- 
gory elects to sell directly to unit stores, 
he must develop a large sales organiza- 
tion and arrange for his salesmen to 
visit the retailers at frequent intervals. 


Shopping Goods 


Shopping goods are those for which 
the consumer desires to compare prices, 
quality, and style at the time of pur- 
chase. Usually the consumer wishes to 
make this comparison in several stores. 
Typical shopping goods are gingham 
cloth, women’s gloves, chinaware, and 
novelty articles. The typical shopping 
institution is the department store. 
Shopping goods are purchased largely 
by women. Ordinarily a special trip is 
made to the shopping center for the 
purpose of buying such merchandise. 
As a rule, however, the specific store in 
which the purchase is to be made is not 
determined until after the offerings of 
at least two or three institutions have 
been inspected. The exact nature of the 
merchandise wanted may not be clearly 
defined in advance in the mind of the 
shopper; this is in contrast to the usual 
attitude in purchasing convenience 
goods. The purchase of shopping 
goods, furthermore, usually can be de- 
layed for a time after the existence of 
the need has been recognized; the im- 
mediate satisfaction of the want is not 
so essential as in the case of most con- 
venience goods. Because of the variety 
of merchandise which must be carried to 
satisfy the shopper and the relative in- 
frequency of purchases of shopping ar- 
ticles by the average consumer, the store 
catering to the shopping trade must 
have a central location which attracts 
shoppers from a wide territory. In or- 
der to justify the expenses of operation 
in such a location, the volume of sales 
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must be large. Conversely, it follows 
that the type of store which handles 
convenience goods ordinarily cannot 
carry a large enough variety and range 
of products to offer an attractive oppor- 
tunity for shopping. 

A store location suitable for trade in 
shopping goods usually is not adapted 
to the convenience goods trade; for the 
rental is high and the delivery interval 
inconvenient to consumers. It is sel- 
dom that a department store, for ex- 
ample, has found it possible to operate 
a grocery department at a profit. The 
factors of location, organization, and 
consumers’ buying habits, which enable 
a department store to cater effectively 
to the shopping trade, handicap it in 
developing a business in convenience 
goods. When a manufacturer is laying 
out his marketing plans, therefore, he 
ordinarily finds it inconsistent to at- 
tempt to distribute his product through 
both department stores and scattered 
unit stores or through both department 
stores and chain stores. The type of 
store selected depends upon whether it 
is a shopping line, a convenience line, 
or a specialty line. 

The number of stores selling shop- 
ping goods, furthermore, is much 
smaller than the number of convenience 
stores. The average size of the shop- 
ping store is large and its credit gen- 
erally strong. This facilitates the 
marketing of shopping goods directly 
from manufacturer to retailer. 


Specialty Goods 


Specialty goods are those which have 
some particular attraction for the con- 
sumer, other than price, which induces 
him to put forth special effort to visit 
_the store in which they are sold and to 
make the purchase without shopping. 
In purchasing specialty goods, the con- 
sumer determines in advance the nature 
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of the goods to be bought and the stor, 
in which the purchase is to be made, 
provided a satisfactory selection of 
merchandise can be effected in that 
store. Whereas convenience goods are 
purchased at stores that are easily ac. 
cessible, it ordinarily is necessary for 
the consumer to put forth special effort 
to reach the store selling special 
goods. As in the case of shopping 
goods, the actual purchase of a spe. 
cialty article may be postponed for a 
time after the specific need has been 
felt by the consumer. Examples of spe. 
cialty goods are men’s clothing, men’s 
shoes, high-grade furniture, vacuum 
cleaners, and phonographs. Specialty 
goods are purchased by both men and 
women, but men’s purchases of spe. 
cialty lines are a iarger propessn of 
the total sales of such merchan. .. tha: 
in the case of shopping goods. 

For specialty goods the manufac. 
turer’s brand, the retailer’s brand, ox 
the general reputation of the retail 
store for quality and service stands out 
prominently in the mind of the con- 
sumer. It is because of distinctive char- 
acteristics associated with the brand or 
the store that the consumer is prepar*¢ 
to rely upon the service, quality, anc 
prices of merchandise offered by that 
store as generally being fair and to 
accept the merchandise without shop- 
ping. In numerous lines of specialty 
goods, such as men’s shoes and cloth- 
ing, the consumer prefers to deal with 
a store offering an attractive variety of 
styles and sizes from which to select. 
Purchases are made by each individual 
customer at infrequent intervals. Con- 
sequently, a specialty store generally 1s 
located at a point to which customers 
can be drawn from a wide area. 

From the manufacturer’s standpoint, 
a specialty line calls for selected distr'- 
bution, in contrast to the general dis 
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tribution essential for convenience 
goods. The dealers who are to handle 
the specialty line must be carefully 
selected on the basis of their ability to 
attract the class of customers to whom 
the product will appeal. Retailers must 
be chosen who can be relied upon to 
use aggressive selling methods in at- 
tracting customers to their stores. Fre- 
quently, exclusive agencies are granted 
to retailers for the distribution of spe- 
cialty goods. An exclusive agency is 
seldom, if ever, justified for any line 
which is not a specialty line. It is only 
in the marketing of specialty goods, 
furthermore, that manufacturers have 
found it practical to operate retail 
branches. 

Because of the part which each indi- 
vidual retail store handling the mer- 
chandise plays in the sale of the spe- 
cialty goods, the care with which these 
stores must be selected, and the meth- 
ods of cooperation which are essential 
between the manufacturer and the 


dealer, specialty goods are especially 
suited to distribution by direct sale 


from manufacturer to retailers. The 
manufacturer of specialty goods who 
works out his plan of distribution sys- 
tematically on this basis also often finds 
it advisable, through his national or 
local advertising, to assume part of the 
burden of focusing the demand on indi- 
vidual stores. 

In case of several commodities, the 
articles tend to fall into more than one 
of these three categories. Staple gro- 
ceries, for example, are clearly con- 
venience goods; fancy groceries, on the 
other hand, are specialty goods. In 
each city there usually are from one to 
three stores which have a high reputa- 
tion for specialties in groceries. Al- 
though these stores also sell staple gro- 
ceries, their patronage is secured pri- 
marily on the basis of the specialties 
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that they carry. Because of the limited 
market for such specialties and the vol- 
ume of business necessary to justify 
carrying such a stock, ordinarily only 
one or perhaps two or three stores in 
a city can obtain enough business on 
these goods to warrant taking on a line 
of fancy groceries; in the same city, 
anywhere from one hundred to several 
hundred grocery stores are carrying 
convenience goods. 

In the shoe trade, medium- and high- 
priced shoes for both men and women 
are specialty goods. Women’s shoes 
which feature style novelties border on 
the shopping classification. The com- 
mon grades of work shoes, on the 
other hand, border on the classification 
of convenience goods. The manufac- 
turer of women’s novelty shoes, for 
example, cannot advisedly leave the 
shopping institutions out of considera- 
tion in planning his sales program. The 
manufacturer of cheap work shoes, 
however, ordinarily must place his 
product in a larger number of stores 
than would be required were he selling 
medium-grade dress shoes for men. 

Although women’s ready-to-wear 
suits generally are shopping goods, a 
few manufacturers recently have been 
developing standard trade-marked 
lines, which tend to fall into the class 
of specialties. Several retail stores 
also have developed specialty reputa- 
tions for women’s ready-to-wear. In 
view of the conditions in the women’s 
ready-to-wear field and also in several 
other fields, the average department 
store now seems to be faced definitely 
with the question of whether its mer- 
chandising should be primarily on a 
shopping basis or whether at least some 
of its departments should be developed 
on a specialty basis. The piece goods 
departments are likely to remain shop- 
ping departments. Shoes, men’s cloth- 
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ing, women’s ready-to-wear, furniture, 
silverware, and numerous other depart- 
ments are being developed in several 
department stores as specialty depart- 
ments, but generally without a con- 
scious, well-coordinated policy for a 
store as a whole. In these specialty de- 
partments the emphasis is shifted from 
comparative prices and comparative 
styles to the special qualities and char- 
acteristics of the merchandise carried. 
In other department stores the mer- 
chandising is still almost entirely on a 
shopping basis, with the featuring of 
prices and bargains that are supposed 
to appeal to the shopper. In so far as 
department stores develop specialty de- 
partments, they will afford attractive 
outlets for manufacturers whose distri- 
bution otherwise would be through spe- 
cialty stores. 


Relation of Brands to Buying Habits 


Convenience, shopping, and specialty 
goods are sold both branded and un- 
branded. Because of the differences in 
the buying habits of consumers in pur- 
chasing these classes of goods, brands 
do not play the same part in the mer- 
chandising plans for all three classes, 
and the advertising problems of manu- 
facturers are quite dissimilar for shop- 
ping, convenience, and specialty mer- 
chandise. 

A brand is a means of identifying the 
product of an individual manufacturer 
or the merchandise purveyed by an in- 
dividual wholesaler or retailer. The 
real demand for any commodity is the 
quantity which consumers will buy at a 
specific price. If a product is un- 
branded, the volume of the demand 
ordinarily depends upon the quantity 
that consumers elect to buy, either 
entirely upon their own initiative or as a 
result of the sales efforts of the retailers 
by whom it is sold. When sugar was 
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sold in bulk, for example, the demand 
depended upon the amount consumer 
wished to purchase or were induced tp 
purchase by retailers who featured the 
article; sales were not directly stimy. 
lated by the sugar refiner. For an yp. 
branded product, the individual many. 
facturer seldom can afford to assume 
the burden of stimulating demand whic} 
cannot be specifically directed to the 
product of his own factory. For such 
an unbranded product the manufac. 
turer must rely chiefly upon his ability 
to produce cheaply, in order to be able 
to offer low prices, and he must pursue 
merely passive selling methods or, at 
most, direct his sales efforts chiefly 
toward wholesale and retail merchants, 
If the product is branded, on the other 
hand, the manufacturer can undertake 
not only to direct the active demand to 
his particular product, but also to 
arouse latent demand by stimulating a 
larger number of consumers to want his 
product or by making previous con- 
sumers desire to use more of his prod- 
uct at a specific price. When the Amer. 
ican Sugar Refining Company, in 1912, 
for example, began to put out sugar in 
packages bearing the company’s trade- 
mark, the company not only was ina 
position where it could inform the con- 
sumer regarding the merits of that par- 
ticular brand, but it also could prac 
tically undertake to induce consumers 
to use more sugar, as, for instance, in 
canning fruit. 

With the development of the pack- 
age trade, the tendency during recent 
years has been for an increasing propor- 
tion of convenience goods to be 
branded. The increase in the sale of 
crackers in packages, for example, 10 
contrast to the former bulk sales, has 
given greater significance to brands of 
crackers and has facilitated the use of 
aggressive sales methods by cracker 
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manufacturers. Among shopping goods 
there has been some increase in the 
number of brands, but large quantities 
of merchandise in this class still are 
sold unbranded. Specialty goods are 
all branded, except in a few cases where 
-etail stores have reputations which 
practically render it unnecessary for 
them to have brands placed on the mer- 
chandise which they sell. 


When a manufacturer undertakes to 
focus the potential demand upon his 
product with brand identification, he 
must consider the attitude in which the 
consumer ordinarily approaches the 
purchase of such an article. The atti- 
tude of the consumer may be that of: 
(1) recognition, (2) preference, or 
(3) insistence. 


Consumer Recognition 


When a brand has any significance 
at all, it serves primarily as a cause for 
recognition. If the consumer’s previous 
acquaintance with the brand has been 
favorable, or if the manufacturer’s or 
dealer’s advertising has made a favor- 
able impression, other things being 
equal, the recognized brand will be se- 
lected from among other unrecognized 
brands or from among unbranded mer- 
chandise. For some products—such as 
silk goods, ginghams, and women’s suits 
—pattern, style, and price are consid- 
ered by the consumer, before brand. 
When the selection narrows down to a 
choice between articles of this sort ap- 
proximately equal in pattern, style, and 
price, the recognition of a known brand 
sways the choice. The manufacturer 
of such goods, however, cannot hope 
ordinarily to secure many sales merely 
because of brand, if his product is 
higher in price or less popular in pat- 
tern and style than directly competing 
goods shown in other stores. 


287 


Consumer recognition—an acquain- 
tance with the general standing of the 
brand—probably is the only attitude to- 
ward that brand which the manufac- 
turer of a typical shopping line ordina- 
rily can establish in the mind of the 
average purchaser by means of adver- 
tising and sales efforts. If the product 
has some special feature, as, for ex- 
ample, cotton fabrics dyed in fast colors 
or fast-colored silk goods loaded with 
a minimum of tetra-chloride of tin, it 
occasionally is possible to arouse the 
interest of the consumer to a point of 
preference. 

A family brand, by which is meant 
a brand or trade-mark that is applied 
commonly to a group of different prod- 
ucts turned out by a single manufac- 
turer, serves primarily to establish con- 
sumer recognition for all products in 
the group as soon as the consumer be- 
comes acquainted with one article bear- 
ing the common brand. The experience 
of retail dealers indicates that for shop- 
ping and convenience goods the com- 
mon brand aids in promoting consumer 
recognition. If it is a specialty line, 
the experience of the consumer with 
one article bearing the brand is likely 
to establish in the minds of consumers 
at least an attitude of preference for 
other articles bearing the same brand. 
It is unsafe, however, for the manufac- 
turer to count upon the family brand to 
develop more than consumer recogni- 
tion without the presentation of sales 
arguments for each article bearing the 
brand. 


Consumer Preference 


Consumer recognition soon shades 
into consumer preference. When sev- 
eral brands of merchandise, which are 
similar in general qualities and in ex- 
ternal appearance, are offered to the 
consumer by a retail salesman, the one 
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for which previous experience, adver- 
tising, or perhaps the retailer’s recom- 
mendation has created a preference, is 
chosen. The strength of the brand de- 
pends upon the degree of preference in 
the mind of the consumer. In purchas- 
ing convenience goods, for example, the 
consumer often approaches the retailer 
with the question, “Have you the X 
brand?” If the retailer does not have 
that brand in stock, another brand or- 
dinarily is accepted by the consumer, or, 
if the retailer specifically urges another 
brand in the place of the one called for, 
a substitute may be taken by the con- 
sumer. This practise of asking for 
brands is common for many consumers 
in the purchase of convenience articles. 
The brand comes first in the consumer’s 
mind and signifies to him the quality, 
style, or pattern of article, or the type 
of container that he wishes to obtain. 
In such cases the consumer has a pref- 
erence for the brand asked for, but 
ordinarily it is not strong enough in this 
class of merchandise to make him in- 
sist on that brand to the point of visit- 
ing a less convenient store to make the 
purchase. It is because the consumer 
generally has merely the attitude of 
brand preference in purchasing con- 
venience goods that it is essential for 
the manufacturer of such a product to 
place his wares on sale in a large num- 
ber of stores in each territory. 


Consumer Insistence 


The third stage in which the demand 
for branded articles manifests itself is 
consumer insistence. When the con- 
sumer approaches the purchase of an ar- 
ticle in this attitude of mind, he accepts 
no substitute unless it is an emergency. 
This attitude of consumer insistence 
holds commonly in the purchase of spe- 
cialty goods. To warrant undertaking 
to develop this attitude, the product 
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must be so individualized in quality, in 
its special features, or in the service 
rendered by the manufacturer or fe. 
tailer as to differentiate it distinctly 
from competing articles and to induce 
consumers to put forth special effort to 
secure that brand. The manufacturer 
of an electrical washing machine, fo; 
example, undertakes to present his sales 
arguments in such a way as to lead the 
consumer to insist upon the purchase of 
his particular make. Through adver. 
tising, the manufacturer of such a ma. 
chine seeks to convince the consumer 
that his is the machine which should be 
purchased and that a store carrying this 
brand should be sought out. 


The difference between no standing 
at all in the mind of the consumer, 
consumer recognition, consumer prefer- 
ence, and consumer insistence is one of 
the degrees to which the selling process 
has been carried with the consumer br 
fore he visits a retail store to make his 
purchase. If the consumer has ne 
familiarity whatsoever with the brand 
of product to be purchased, the entire 
sales burden rests on the salesman in 
the store visited. If the consumer rec- 
ognizes the brand, the manufacturer of 
that brand has taken the initial step in 
consummating the sale to the consumer. 
If the manufacturer has_ established 
consumer preference, the sale has. pro- 
ceeded one step further. If the con- 
sumer has the attitude of insistence, it 
remains merely for the retail salesman 
to close the sale. 


Marketing costs generally are high. 
One of the first steps to be taken by a 
manufacturer, who is seeking to effect 
economies in selling his product, is to 
make an elementary analysis of the 
habits of consumers in buying articles 
of the sort he is producing. The for- 
mulation of an effective marketing plan 
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must start with a consideration of the 
consumer; the next step is to adjust the 
plans of retail and wholesale distribu- 
tion and the advertising program in 
accordance with the analysis of the buy- 
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ing habits of consumers among whom 
the market for the product is to be de- 
veloped. This approach assures the 
maximum results from the sales efforts 
that are put forth. 


























BITUMINOUS COAL PROBLEMS 


By C. E. BOCKUS 


OAL has been in the limelight al- 
& most continuously since April, 
1922. It also occupied the cen- 
ter of the stage in the fall of 1920; but 
was practically forgotten in 1921. Dur- 
ing the past nine months more has been 
published and more legislation dis- 
cussed for the coal business than even 
for transportation. These two great 
industries are inseparable, not only be- 
cause the railroads use from a quarter 
to about a third of all the coal pro- 
duced, not only because coal furnishes 
a far larger proportion of railroad ton- 
nage than any other commodity, but 
because the amount of coal that is mined 
and not loaded into railroad cars is ex- 
tremely limited. 

Furthermore, the coal industry is 
basic to such an extent that coal produc- 
tion is affected out of all proportion to 
any decline in general business. With 
less manufactures less coal is required 
in factories and less transportation 
needed to move materials and products. 
That again serves to reduce the demand 
for coal since transportation uses close 
to 30 per cent of all the bituminous 
mined. 

In the mind of the general public 
coal is divided into two classes—soft 
and hard, or bituminous and anthracite. 
Anthracite in material quantities is 
mined only in a small section of Penn- 
sylvania and eight producers control al- 
most three-quarters of the output. Bitu- 





*It is to be expected that there will be some 
exceptions that can be made to practically every 
generalization regarding bituminous coal. How 
can it be otherwise in the case of an industry 
representing an investment of $2,000,co0,000 with 


minous coal is mined in substantial 
quantities—over 2,000,000 tons a year 
—in each of 20 states, although ; 
states, Pennsylvania, West Virginia, 
Illinois, Ohio, and Kentucky, account 
for more than three-quarters of the 
total. The high mark for anthracite 
production was just under 100,000,000 
tons and for bituminous about six times 
as much or 580,000,000 tons. Of the 
anthracite perhaps 55 per cent goes 
for domestic—that is, household—con- 
sumption, and of bituminous about 10 
per cent, so that the domestic user takes 
directly in the year not far from an 
equal tonnage of anthracite and bitu. 
minous. The writer will consider bitu- 
minous coal only.’ It is the foundation 
of modern industry, the fuel on which 
is dependent the greater part of our 
transportation and manufacture. 

As in all business, there is a triangle 
of interests—the consumer, the men on 
the mine payrolls and the operator or 
mine owner. Each sees the many prob- 
lems of the industry from his own angle 
and while all have certain mutual in- 
terests these are too often forgoiten. 
Briefly, the consumer believes that he 
pays too high a price for his coal and, 
perhaps more important, he is not al- 
ways able to secure it when he needs it 
most. The mine employee claims that 
his work is hard, dangerous, often per- 
formed under adverse conditions, and 
that his employment is not uniform. 





over 7,000 enterprises (1919 census shows 6,636 but 
a world of little mines opened in the fall of 1920 
and again in 1922), located in 28 states and with 
from half to three-quarters of a million employees’ 
The census shows 583,608 in 1919. 
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The operator thinks that he is engaged 
-; a hazardous industry, that he has too 
F much competition and that he has been 
investigated and abused beyond all rea- 
son, frequently for situations over which 
he has no control. 

There is truth in the claims of all 
three. The consumer remembers buy- 
ing coal for $1 a ton, or less, at the 
mine only six or seven years ago. 
Prophecy is dangerous; but the writer 
ventures the prediction that dollar coal 
has gone the way of the $3 shoe, 10- 
cent gasoline, and one-cent newspapers. 
Each may come again, but it is doubt- 
ful. The consumer is told that inter- 
mittent railroad car supply forces him 
to pay higher prices for his coal and 
he often finds a supply from his reg- 
ular source is not available when he 
wants it. He usually forgets that when 
his business was dull he failed to take 
all the coal for which he had contracted. 
Even if he has made a contract with a 
responsible producer and has taken his 
coal regularly, he is quite likely to find 
that when he needs his coal most the 
producer will be obliged to curtail ship- 
ments to him, claiming that contracts 
have to be prorated owing to a short- 
age of railroad cars. The consumer is 
then forced to purchase so-called “spot” 
coal. The same causes that force one 
consumer to augment his supply by pur- 
chasing “spot” affect other consumers 
and as a result there is a grand scramble 
for the limited amount of “spot” avail- 
able. What is the result? Prices ad- 
vance by leaps and bounds to double— 
yes, sometimes to five times—the con- 
tract price at which the consumer had 
agreed with the producer for a supply. 
his condition causes the great majority 
of the complaints against the industry 
by business men. It is almost useless 
to argue with a purchaser that restricted 
car supply prevents shipments in full on 
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his contract when for a higher price, 
usually much higher, he can frequently 
obtain coal loaded in the cars of the 
identical railroad supplying the mine 
with which he has a contract. 

The mine worker claims that even if 
his rate of pay per day or per ton is 
high the number of idle days forced 
upon him prevents his yearly earnings 
from being large. His work is danger- 
ous and is often performed under very 
trying conditions. The operator knows 
that he is blamed for many conditions 
absolutely beyond his control. He 
knows that excessive competition in dull 
times forces his price below cost plus 
a fair margin of profit, often below cost 
itself. He tries to justify the taking of 
such orders with the excuse that his or- 
ganization must be kept together, that 
mines must be kept running and that 
there is a responsibility upon him to 
provide working time for his men, even 
if he does not get back a new dollar 
for an old one. The latter is a real 
responsibility resting upon an operator 
whose mines are so located that it is 
practically impossible for his men to 
obtain any other local employment. 


I 


The increase or decrease of coal out- 
put depends principally on railroad car 
supply, the condition of general busi- 
ness, labor supply, and the so-called 
seasonal demand. The first three to 
some extent pyramid on each other. In 
times of active general business there 
is of course a greater demand for labor 
in other industries; but much more im- 
portant, there is a greater demand for 
transportation, which usually results in 
a diminution of the supply of cars avail- 
able for coal loading. When the de- 
mand on an operator is at flood, the 
facilities for the operator to meet that 
demand are too often at ebb. 
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The importance of seasonal demand 
in the bituminous industry, in the opin- 
ion of the writer, has been greatly ex- 
aggerated by those who with one form 
or another of legislation have suggested 
Congressional cures for the ills they at- 
tribute to the industry.2 It is evident 
that if all consumers would take one- 
twelfth of their year’s supply of coal 
each month and if the railroads would 
supply cars and move them with equal 
monthly regularity, the number of mines 
and miners in the industry could be re- 
duced enormously. But why confine 
this to coal? How about water, ice, 
electricity, and gas? What would be 
the saving in the capital investment in 
power and light plants if there were no 
“peak loads”? How much could have 
been saved in the capital account of 
water supply systems if long periods of 
summer drought were not usually ac- 
companied with high water consump- 
tion? Supposing retail stores were to 
work to their capacity all the time, 
could not many be eliminated? Is there 
anything which might not be stabilized 
to tremendous advantage in theory at 
least? 





2 Figures of one operation of good size over the 
past ten years show that the average production in 
the six cold months, October to March inclusive, 
were less than one per cent greater than the pro- 
duction in the six warm months, April to September 
inclusive. 


® The week of January 20, 1923, 198,007 rail- 
road cars were loaded. The average car supply 
at the mines that week was less than 55 per cent. 
With full car supply they should have loaded, 
therefore, 360,000 cars and if that is multiplied by 
st for the weeks of the year, allowing one week 
lost for holidays, you have 18,360,000 cars. Esti- 
mate the cars at 50 tons each and you get 918,- 
000,000 tons, much more than double the actual 
output in either 1921 or 1922. You can select some 
other week and run what they call the potential 
capacity far above a billion tons by the same 
arithmetical methods. If these deductions are cor- 
rect, there is far more than twice as much coal 
developed as is required. But does anyone in the 
industry believe that such figures of production are 
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We hear on all sides that there is 
an enormous overdevelopment of coal 
mines—that existing potential capacity 
of mines is equal to double the con. 
sumption for 1922. It can be so proved 
with a pencil. According to statistics 
the average number of days worked jn 
1921 was 149 out of a possible 308, 
Production in 1921 was only 407,000,. 
000 tons; at the same rate per day for 
308 days it would have been close to 
840,000,000 tons, about 160,000,000 
tons over the maximum ever recorded 
in any year. An even larger total may 
be secured if one calculates annual pro. 
duction on the basis of a single impor. 
tant week in the year.® 

That there is too great a mine ca. 
pacity for present demand all will 
admit, but the amount of this over. 
production depends upon too many 
doubtful factors for the writer to even 
hazard a guess. That the mines can 
produce more than can be transported 
is a certainty and all these estimates of 
potential capacity are based upon con- 
ditions that never have existed and 
probably never will exist at the same 
time. Admittedly at whatever figure 
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possible from existing mines other than on paper? 
In 1917 and 1918 the mines were urged to do their 
utmost in producing coal to help win the war. 
There were zoning and priority orders te help car 
supply and expedite movement. Men worked even 
on so-called national holidays, and tonnage per 
man per day was increased. The result was the 
record output of those years, 1917-18, and yet the 
maximum then attained was less than two-thirds 
of this pencil total. 

It may be interesting to note in this connection 
how production has advanced in the past 40 years. 
In 1902 the total bituminous coal production was 
only 260,000,000 tons and yet that was practically 
double 1895 or any year prior thereto. The 300, 
(900,000 ton mark was passed in 1905 and the 400,- 
000,000 mark in 1910, the 500,000,000 in 1916. Now 
we find 1921 and 1922 dropping back to less than 
any year since 1911. Judging by the growth of 
demand in the past, would not normal for 1922 
have been equal to or above the actual production 
of 1917 or 1918, even allowing for the development 
of water power and oil for fuel? 








































you put your potential capacity, it will 
he far above the consumption figures 
for the past two years. However, such 
a statement is equally true of a large 
number of other industries. 


May it not be that the excessive num- 
ber of operators is a more serious fac- 
tor than too great a potential capacity? 
There is no monopoly, trust or work- 
ing agreement in the bituminous coal 
industry. Out of, say, 7,000 operators 
you can count on your fingers the com- 
panies producing over one per cent of 
the total output, and I doubt if any 
company produces five per cent. The 
average for last year could not have 
been over 60,000 tons per operator or, 
perhaps, four cars per day. There can 
be no agreements for control within 
such an industry. A need exists for 
more consolidations, combinations and 
mergers that will help to prevent, to 
an extent at least, some of the abuses— 
and there are many—in the industry. 


Overdevelopment of the mines ts due 
to many causes: the desire of railroads 
whose stockholders are also interested 
in coal lands to build up freight tonnage 
for their roads; the efforts of coal land 
owners to enhance the market value of 
their property by opening mines to 
prove the coal contained therein; the 
attempt of the operators to increase 
their output, thus seeking to cut down 
overhead expenses per ton; the low 
average of coal prices making it in 
many years possible only for new low 
cost mines to show a profit; the intro- 
duction of modern machinery to speed 
up transportation within the mines 
themselves and increase the output per 
man; the limited amount of capital 
necessary to start a small mine, and the 
occasional spectacular profits made in 
such a venture. Spectacular profits al- 
most without exception come to the 
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smaller operator who has no contracts 
and operates only when prices are high. 

It is a logical question—Do not these 
small operators who close on a low 
market and open on a high one help 
to stabilize the industry? If they 
continued to run in dull times, would 
not prices be lower? Second: if they 
did not open when prices advance, 
would not prices go higher? To the 
first the answer is “‘yes,” probably the 
small operztor by forcing his coal onto 
an over-supplied market would reduce 
prices to still lower levels. And re- 
member, that as recently as early 1922, 
large quantities of coal were sold for 
less than the cost of production. 
In some instances contracts for a year 
were taken on which the operator was 
unable to make a profit. As to the sec- 
ond, high prices come only from a lim- 
iting of supply, either by a strike in the 
industry or failure of transportation. 
In the case of the great coal strike of 
1922, the sporadic small operator was 
an assistance in securing coal that pre- 
vented a general tie-up of industry. In 
Pennsylvania, for example, the total 
thus produced was of the greatest value. 
Many of these operators had no trade 
connections, no contracts and no hesita- 
tion to sell their output for the highest 
price they could obtain. They had been 
closed since December, 1920, and knew 
they would be closed again when the 
strike was over. They had no respon- 
sibility for the future of the industry. 
It was their day of sunshine and they 
made hay. Furthermore, they did not 
go around urging buyers to pay them 
high prices. The buyers or their agents 
did the running, bidding against each 
other for coal as fast as it was loaded, 
and it was as difficult to control the 
buyers as it was the sellers. In other 
sections, notably the big producing fields 
that the United Mine Workers did not 
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control, the sporadic small operator, or 
“snowbird” as he is sometimes called, 
actually cut down production by placing 
too great a burden on transportation. 
It is self-evident that it takes much 
more motive power to distribute and 
gather and assemble into a train 20 cars 
from 20 mines than to handle 20 cars 
at a single mine that will load them all 
in eight hours. Therefore, in many 
fields as the small mines opened they 
reduced the car supply of the larger 
mines and production was actually cur- 
tailed instead of increased. 


II 


Railroad car supply and transporta- 
tion may appear to be overemphasized 
by the writer. But it is the factor of 
prime importance in coal production, 
and therefore price. Let me tell the 
story of Kentucky which in 1922 pro- 
duced close to 40,000,000 tons. Divide 
the year into three unequal periods: 
First, the first four months when there 
was a good car supply but relatively 
light demand for coal. Second, the next 
two months when car supply and de- 
mand (owing to the coal strike) were 
both good. Third, the last six months 
when the demand was good and the 
transportation facilities entirely inade- 
quate. 

Period Monthly 


production average 

First period: jan., 

Feb., Mch., April. 11,880,000 2,970,000 
Second period: May 

and June........ 10,200,000 = §, 100,000 
Third period: July 

to December * 

inclusive ........ 17,920,000 2,985,000 

* December tonnage estimated. 


In September, with a keen market for 
all Kentucky coal available, the failure 
of transportation cut production in that 
state over 300,000 tons below that of 
January, when the market demand for 


coal was almost at the bottom of the | 


ebb. Consider another example: 4 
company not in Kentucky rated at about 
a quarter of a million tons per month 
output. Failure of its customers to 
take all the coal they had contracted 
for cut the output to 170,000 tons jn 
January, 1922, and the failure of the 
railroad to supply cars cut the output 
in December, 1922, to 155,000 tons, 
The difference in output between the 
largest and smallest month of the year 
was almost 90,000 tons, a maximum 
output of 58 per cent above the mini- 
mum. Such a variation so increases 
cost as to eliminate the possibility of 
profit unless some coal is sold at a price 
that would be called profiteering. The 
curtailment also reduced greatly the 
earnings of the miners. The drop was 
equivalent to an average reduction in 
wages, presuming the same scale to be 
in effect on both months, of over $57 
per month for every person employed 
by the company in any capacity. As 
many are employed on a monthly basis, 
that fact made the reduction to day- 
and piece-workers still greater. By this 
restricted running time the cost per ton 
of coal produced was increased at least 
50 cents. The contract customer who 
was prorated to 60 per cent of his con- 
tract and was forced to purchase “‘spot’’ 
or, as he calls it, “bootleg” coal from 
other producers, at say, $4 per ton 
higher than his contract price found 
that his coal supply cost him $1.60 more 
per ton. All these angles of the tri- 
angle, therefore—consumer, miner, and 
year ‘round operator—lost by this 
transportation failure that was abso- 
lutely beyond their control. 

The stabilization of the coal busi- 
ness must be regarded from widely 
divergent points of view. The best 
efforts of consumers, operators, and 
miners must be combined in order to 
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improve conditions, although their ef- 
forts must be dependent on, and may 
be completely nullified by, a factor— 
transportation—which they do not con- 
trol. What can the consumer do? Pur- 
chase his coal from reputable producers 
or their agents and balance the varia- 
tion of his needs to as great an ex- 
rent as possible by reasonable storage. 
Such storage must be at or near the 
point of consumption; storage at the 
mines is of little avail in assisting that 
one great problem, transportation. 
Admittedly all coal does not store suc- 
cessfully, particularly in large quanti- 
ties, and coal storage requires space 
and money. What can the miner 
do? Work whenever the opportunity 
to work is given him and try to balance 
mine output by more regular attendance. 
The variations in mine loading with a 
good market and good car supply are 
surprising to anyone not familiar with 
the industry. The five-day week for 
coal loaders is more nearly the actual 
condition than it is a theory. While 
enjoying a good market and fair car 
supply, an operator can come close to 
telling the day of the week from the 
tonnage produced. The curve of daily 
production often looks not unlike the 
profile of one of those deep-toothed 
saws lumbermen use. What can the op- 
erator do? Obviously he should keep 
his equipment in such good condition 
that loss of tonnage from mine dis- 
ability is reduced to a minimum. He 
should try to so balance his contracts as 
to get as much all-the-year business as 
possible. All these suggestions will in- 
crease the return to the operator and 
to the miner and yet will decrease the 


average price the consumer pays for his 
coal, 


III 
If some plan could be devised by 
which a regular contract shipper of coal 
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had some advantage in his railroad car 
supply over a sporadic “spot” shipper 
and, therefore, contract customers over 
“spot”? customers, it would help. Let 
us assume that “A” buys 10 cars of 
coal a working day from “B,” shipped 
over the “C” railroad. All the year 
‘round business. It seems that he 
should be fairly entitled to better serv- 
ice in times of car shortage than “D” 
buying “spot” from ‘“E” mine, and only 
in the market for transportation over 
“C” road at the very time the regular 
customers of “C’’ road are in most need 
of its services. The occasional pas- 
senger pays more than the monthly 
ticket user. It is admitted that it is 
proper for him to do so. The regular 
shipper might well be given an advan- 
tage in cars which would help to stabi- 
lize shipments to his customers. By en- 
couraging steady runs, such a policy 
would help the railroads as well as the 
mines. Is such a suggestion too much 
like “assigned cars,” that anathema of 
most coal operators? It has been the 
custom of many roads to “assign” cars 
for their own fuel supply; that is, place 
for loading at certain mines cars that 
can only be used for the fuel require- 
ments of the road. This results in un- 
equal working time. Mines getting 
“assigned” cars run possibly every 
working day while their neighbors, not 
so favored, may not average one day a 
week. Admittedly railroads must have 
fuel or no one gets coal. Why, then, 
it will be asked, should they not, in 
periods of emergency, commandeer or 
assign cars to be loaded rather than 
to commandeer, confiscate or divert to 
their own use coal that they are trans- 
porting for others? Personally, the 


writer prefers assigned cars in an emer- 
gency rather than the confiscating of 
loaded cars; but the majority of oper- 
ators are unalterably opposed to as- 

















signed cars on account of the abuse 
that has been made of this power. 
The fact that the Interstate Commerce 
Commission has recently been holding 
exhaustive hearings on the question is 
at least proof that it has two sides. 
Beyond dispute, the assigning of cars has 
been abused and has created conditions 
of preferential car supply that are in- 
tolerable. 

Another suggestion is that some pro- 
tection should be awarded to railroads 
regarding their own cars. Some roads 
have enough cars to carry the coal 
produced on their lines with a reason- 
able margin, others are short of 
such equipment. In times of high de- 
mand originating roads find their car 
supply dissipated by the failure of con- 
nections to return empties. During the 
1919 strike, for example, coal cars that 
were shipped under government order 
into the Middle West from the South- 
east to relieve the fuel shortage did not 
all return home until 1921 when gen- 
eral business had slowed down to such 
an extent that there was a surplus of 
cars practically everywhere. The $1 
per day charge that must be paid the 
owner of a car does not result in the 
return of empties in times of heavy de- 
mand. 

Let me admit that the operator, too, 
is only human. Consider his tempta- 
tions in the early summer of 1922. 
Based on the assumption of good run- 
ning time— in fact, to assure it—he took 
contracts at prices so close to cost that 
a profit could only be obtained by rigid 
economy, and economy flies out the pit- 
mouth with a car shortage. By June, as 
a result of the coal strike, the “spot” 
prices were from one to two dollars 
above the price of contracts taken in 
February and March. In July there 
was a car shortage in many fields that 
increased costs to far above the spring 
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contract prices. There were cash bid. 
ders at from three to four times cop. 
tract prices, for every car available and 
some contract coal did go on “spot” 
orders. The great majority, however, 
a surprisingly great majority, of oper. 
ators continued to ship all they pro. 
duced on their contracts and protested 
vigorously when not permitted to do so 
because of preferential or priority or. 
ders. New mines were opened or old 
mines were reopened by the bait of high 
prices, and this helped to decrease the 
car supply of the regular shipper and 
placed his contract customers in a posi- 
tion where they were forced to buy out. 
side coal. We all remember what hap. 
pened in July and August of 1922—a 
mad scramble, culminating in priority 
orders and ultimately in Federal and 
State Fuel Distributors. Not a priority 
order was issued without doing an in- 
jury or injustice to some one, and often 
the users who had been helping to stabi- 
lize the business, by making contracts and 
living up to them, found their supply 
diverted to some one else who had 
shown less business forethought. And 
the more honest the operator in living 
up to the spirit of the priority orders 
forced on him, the worse it was for 
his commercial customers. 

Now why is it that the general public 
does not better appreciate the problems 
of the coal operator? And [ include 
the legitimate selling agent, wholesaler, 
jobber and retailer, all of whom per- 
form important functions for the pro- 
ducer and consumer. Is not one reason 
that the stage setting is wrong—the 
householder, the voter if you will, al- 
ways having to pay the highest price? 
To him the price of coal is not what is 
charged at the mine, but what he pays 
for it delivered in his cellar. True he 
frequently demands a specially prepared 
size, the cream so to speak, but he 
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“pays through the nose’’ for it. Even 
making allowance for the fact that he 
buys in small quantities, his cost per ton 
is too high in comparison with what 
car-load-lot users pay. The following 
figures referring to coal sold from the 
same mine in November, 1916, and the 
corresponding month of 1922 to a 
householder and a factory located in 
the same town are representative. The 
householder bought lump from a re- 
tail dealer; the factory bought from the 
selling agent of the producer coal out 
of which the lump—five inches and over 
—had been taken. In 1916 the house- 
holder paid $5.70, the factory $2.97, 
this in both cases the delivered price. 
In 1922 the householder paid $11 and 
the factory $5.72. The increases in 
1922 over 1916 were as follows: 


Householder Factory 
Coal at the mine increased. .$2.70 $1.57 
Railroad freight increased... 1.10 1.10 
Handling charges increased. . 08 
Retail dealer charges in- 
creased 





$5.30 $2.75 


Not a very great difference in the 
per cent of increase; but dollars and 
cents, not per cent, strike the always 
sensitive pocket nerve. In these trans- 
actions the mine only broke even on 
the coal supplied to the factory, while 
all the profit was made from the house- 
holder. From the viewpoint of the op- 
erator this might be considered a serious 
tactical blunder, particularly since coal 
has been brought so clearly into the 
political limelight. 

While it is so easy to say coal pro- 
ducers are not efficient the contrary 
seems to be the case. If they had not 
been, few of them would have survived 
some of the long periods of depression. 
To cite a specific example, the writer 
claims that an operator paying the wage 


Total increase 
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scale that Dr. Garfield set as fair in 
1917, allowing 10 cents per ton royalty 
for his coal and setting up proper de- 
preciation and reserves, who mined a 
ton of clean coal and loaded it into a 
railroad car in May, 1922, for a total 
cost of $1.42, was efficient. Some 
mines probably did even considerably 
better; but I am sure about this one. 
The mine was new and with good con- 
ditions; but still to go underground and 
bring to the surface anything at the 
rate of 14 pounds for a cent does not 
leave much room for extravagance and 
ineficiency. Compared with May, the 
December, 1922, costs at this mine 
jumped $1.03 per ton, or 73 per cent. 
Of that increase 62 cents was directly 
attributable to the advance in wages 
made in the unorganized fields, when 
the strike was settled by the payment of 
the maximum or 1920 wage scale for 
another year and 41 cents was due to 
short running time from lack of rail- 
road cars. What control of either 
factor had the operator? 

Mr. Ford, apostle of efficiency, is 
getting into the coal industry and is 
reported in the press to be suggesting 
to some industries that he is prepared 
to furnish coal at ‘‘an even price, re- 
gardless of market prices.’’ There are 
thousands of producers who have al- 
ways been willing to do likewise. Ad- 
mittedly, since the Government took a 
hand in wage fixing, many operators 
wisely insist on a wage clause in their 
contracts to protect them against in- 
creases and to protect their customers 
in case of decreases. Without railway 
cars, however, they cannot deliver coal, 
nor can Mr. Ford. In all coal con- 
tracts between producer and consumer 
the element of transportation, which 
neither of them can control, is the most 
important factor. I do not want to 
be misunderstood as an antagonist or 
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critic of the railroads. They have had 
their own problems, more serious than 
those of the coal operator, with much 
criticism and little assistance. I do not 
forget that in 1921 many of them had 
to build additional side tracks to hold 
all their empty coal cars. Many of 
them were tremendously “overdevel- 
oped” in car supply and motive power 
for the demands of that year. Some 
of them were asked on the shortest 
notice in the early summer of 1922 to 
handle the largest tonnage they ever 
moved, and in many instances it was 
an unusual or unnatural movement. 
Combine that with the strike of their 
shopmen and there should be no surprise 
at what happened. Admitting ali that, 
it does not in the least change the truth 
of the statement that the fuel shortage 
of the fall and winter of 1922 has been 
due to a lack of transportation, not of 
coal. 


The writer has said nothing of the 
great question of union or non-union 
mines. ‘The latter have been of incal- 
culable service to the country in the 
strikes of 1919 and 1922. It would 
be a calamity from the point of view 
of the consumer to have all mines or- 
ganized. One speaks of wartime 
wages as the peak; but in the coal in- 
dustry there have been two substantial 
increases since the war ended—one in 
November, 1919, and a still greater one 
in August, 1920. This is the scale now 
being paid and that will continue until 
April, 1924. Operators do not suggest 
a return to pre-war wages in the coal 
industry. Such a level would be rela- 
tively far too low and the nature of 





* Readers interested in the organization of labor 
and coal mines are referred to A Survey of the 
Coal Industry, a pamphlet recently published by 
Dr. F. C. Honnold of Chicago, who has for years 
been the executive officer of the Illinois Coal Oper- 
ators’ Association (a completely unionized field). 


employment in coal mines is such tha 
its workers are entitled to generous 
compensation. Price levels, however, 


cannot be reduced without a correspond. 


ing reduction in costs, and high costs 
have helped to limit demand. Our ex. 
port trade, for example, except to Can. 
ada, has almost disappeared—last year 
(1922) less than a million and a half 
tons—a mere drop in the bucket. Then, 
too, high coal prices have been the most 
effective arguments for developing 
waterpower and oil for fuel. 


IV 


The United States Coal Commission 
is now making an investigation of the 
entire industry. Already, February 1, 
1923, they have made recommendations 
for increasing the storage of coal by 
consumers, for the continuation of the 
existing wage scale, and they have made 
statements in regard to the overdevel- 
opment of the industry. Their find. 
ings, after a full and careful study of 
all the data that are being collected, 
may well be helpful. Their suggestions 
may result in practical assistance to- 
wards stabilization. But it is going to 
be difficult to make consumers buy and 
store coal when they believe there is a 
falling market, or to make producers 
sell for a lower price than they can 
obtain. It hardly seems possible, but 
it is a fact that in June, 1922, with the 
greatest strike in the history of coal 
in progress for two months, with con- 
stant warning from producers and from 
Washington of a shortage sure to come, 
customers curtailed orders or refused to 
buy because there was to be a freight 
reduction on July 1st averaging less 
than 30 cents per ton. 


Most difficult of all will be the mak- 
ing of any general rules that will apply 
with equal effect and advantage to the 
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wide variations of conditions existing in 
»8 states. Dr. Garfield’s engineering 
committee knew coal costs throughout 
the United States more completely than 
any other authority. The Garfield 
prices for each district were based on 
costs plus a moderate overage for profit. 
Even with that overage the committee 
realized that a certain proportion of 
the mines could not be operated suc- 
cessfully at the maximum prices estab- 
lished. Yet there was a variation in 
those maximum prices of over $2 per 
ton and no allowance whatever was 
made for the quality of the coal or 
its market availability. Even the prin- 
ciple of buying coal in the summer and 
storing it for the winter has some ex- 
ceptions. Mines shipping to the lakes 


for the supply of the Northwest, for 
example, expect to take care of the win- 
ter supply of their local markets after 
lake navigation has closed. How about 


stabilizing under national rules, potato 
growing in Maine, Florida and Mon- 
tana? ~Not a bit more difficult than 
making the same national regulations 
apply for producing coal in Pennsyl- 
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vania, Alabama, and the State of Wash- 
ington. 

How great a burden has coal actually 
been on industry in the United States? 
Taking the census figures for 1919, the 
total value of all bituminous coal at 
the mines is given in round figures at 
$1,145,000,000. Charge against manu- 
facture all coal for industrial plants, 
half of the amount that went to public 
utilities, half of what the railroads used, 
and all that was made into coke, and 
in round figures one gets $732,800,000 
for the mine value of that portion of 
the total. The value of products of 
manufacture is given by the census as 
a total of $62,418,000,000 for 1919. 
The coal operator, therefore, could not 
have been a burden on manufacture in 
1919 of more than a trifle over 1 1/10 
per cent of the value of manufactured 
products. Government regulation al- 
most always accentuates price control on 
account of the “political reaction”; but 
price—except, as I have tried to show, 
to the householder—is relatively un- 
important as compared with the regu- 
larity of supply, i. e. transportation. 
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THE ELEMENTS OF INVESTMENT INCOmp' 


By ARTHUR STONE DEWING 


TT the investor and business man 
the income on an investment 
may mean many things. If the 
money is invested in bonds it may mean 
the cash value of the coupons or the 
cash value after tax charges have been 
paid or yet again the net yield, includ- 
ing the amortization of the discount or 
premium. Thus, even in our daily con- 
versation the expression has no uni- 
formity of meaning. And when, to this 
confusion, are added the various ab- 
stractions used by the student of finance 
and theoretical economics, one sees at 
the outset that some of the difficulties 
encountered in analyzing investment in- 
come are due merely to a confusion of 
terms. There are other difficulties, too, 
which confound the issue—not the least 
of which is the understanding of just 
what constitutes an investment in the 
strict sense. 


It has been pointed out many times 
that investment concerns itself with cap- 
ital and that capital arises through sav- 
ing; we know that saving represents 
merely the margin between production 
and consumption, both of the individual 
and of the race. A very considerable 
amount of the saved capital of society 
is used by the savers themselves, and in 
their farms, businesses, or private spec- 
ulations. In a strict sense these savers 
invest their savings in their own enter- 
prises, yet the final return that accrues 
to them is an indissoluble mixture of 
wages, interest on capital and capital- 





1 This is the first of a series of three articles 
dealing with the theory of investment. The suc- 
ceeding article will treat of the exercise of busi- 


ized rent, and a true business profit 
arising from their administrative kil} 
and acumen. In order to narrow and 
simplify our problem the term invest. 
ment is used in these studies to mean 
the placement of individual savings, 
however arising, in the hands of ap. 
other party in return for a specific re. 
ward. This is expressed as a percent. 
age of the principal. The other party 
may be a farmer, householder, mer. 
chant, or manufacturer; it -nay be a 
person, corporation, or government. 
The essential element of an investment, 
as the term is used here, is that it shall 
represent a particular contract between 
the owner of capital, who does not care 
to use it, and the user of capital who 
sees an opportunity to profit through its 
use. 

Each investment, therefore, repre- 
sents a specific contract between some- 
one who has capital to loan ard some- 
one who is willing to pay a premium for 
its use. Ordinarily the borrower or 
user is engaged in productive enter- 
prises and hopes to profit by its use. He 
is therefore willing to share his gain 
with the lender. It is this agreed-upon 
share—be it specifically called interest 
or yield or discount or dividend—that 
constitutes the individual investment in- 
come which we have set out to analyze 
in this study. 

A man owning a bond of a railroad 
corporation, for which he paid pat, 
$1,000, receives an annual interest pay- 





ness ability in the selection of investments 8° * 
to create a true business profit. The last article 
will treat of the relation between investments and 
the industrial cycle-—Editor. 
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ment of $60. We refer to this as the 
‘avestment income. So also is the $45 
discount to a man who purchases the 
note of a textile mill for $1,000 due in 
one year, or is the $70 dividend on 10 
shares of the preferred stock of an in- 
dustrial corporation. These sums rep- 
resent the gross incomes on the various 
types of investment, but there is noth- 
ing on the face that explains why one 
is larger in amount than another or of 
what elements, if any, this varying 
gross income consisis. Obviously there 
must be reasons for the variations in 
gross income of different investments, 
for, clearly, one principal amount of 
$1,000 is no more valuable than an- 
other. 

We shall begin our analysis of the 
gross income on investment capital by 
calling attention to the nature of what 
may be called the capital market. This 
is the mechanism that adjusts the capi- 
tal supply to the demands of its users. 
Capital, as stated already, arises 


through saving and these savings are 
either used by the saver or else let out 
to another at a price above what the 


* The simple fact that the impulse to save and 
the resulting quantity of new capital coming into 
the market is not altogether a direct function of 
the interest rate is a matter of some impor- 
tance. A considerable amount of saving would 
always be done irrespective of any interest to be 
paid or promise of premium, merely because human 
intelligence recognizes the necessity of providing 
for days of famine during days of plenty, for the 
weakness of age during the strength of youth. 
During early economic periods this kind of saving 
was alone important because the fear of famine, 
want, and unprotected old age was far more power- 
ful than any hope of gain through the lending of 
savings. This motive is still a very important 
one, and its contributions to the capital supply are 
not affected by the changes in interest rates—except 
as changes of interest rates affect other factors 
such as wages or profits. 

As social and political conditions have become 
more stable through the extension of cheap trans- 
portation, the increase of the agencies of produc- 
tion, and the exhaustive division of labor, want 
and famine have ceased to be social problems— 
except in a country like Russia. The prospect of 
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saver believes he can himself earn with 
them. There is thus, continuously, a 
capital supply and a capital demand— 
and a price of capital. 

It has been stated, quite often, that 
the supply of capital is directly influ- 
enced by the current price of it as 
agreed upon between lenders and bor- 
rowers, in the sense that the supply of 
copper or timber is enhanced or de- 
creased by the current price of these 
commodities. This analogy, however, 
is not as true on the side of the supply 
of capital as it is on the side of demand. 
We cannot assume that if the current 
rate of return on invested capital is 
suddenly increased, the supply will 
be increased in any definable ratio. Tie 
supply of capital that directly affects the 
interest rate is only that portion of the 
savings fund which is not used by the 
savers but is offered in the market to 
satisfy the effective demand of other 
users. True, a considerable increase 
in the current interest rate may enhance 
the capital supply in two ways—in- 
creased stimulus to savings? and de- 
creased utilization by the savers them- 
want and destitution, however, has continued. And 
now savings through savings banks, insurance so- 
cieties and mutual benefit associations are prob- 
ably unaffected—except in a very small way—by 
the interest rate offered the saver. 

It is, however, true that in addition to savings 
for protection a considerable amount of savings 
come into existence primarily because of the hope 
of deriving an income from them. The proportion 
of saving for this purpose increases with the com- 
plexity of the industrial order and the stability 
of the social order. But of these savings the larg- 
est part, in my opinion, is immediately used by 
the saver in his household, his farm, his store or 
his factory. Only the smaller part of this saving 
is actually saved for the explicit purpose of being 
offered in the open market. li other words, only 
a small portion of the saviugs fund which is con- 
sciously saved in order to produce an income will 
be affected, in quantity, by the prevailing interest 
rate. That a rise or fall of the interest rate will 
have some effect is indubitable. Some savers will 
put in electric lights in their houses, or cellars in 


their barns if interest rates are three or four per 
cent, but will forego these improvements if the 
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selves—but the absolute result of these 
two ways may bring about an inconsid- 
erable increase of the quantity of of- 
fered capital or it may bring about an 
increase so great that it bears no rela- 
tion to the rise in the interest rate.* In 
other words the quantity of offered cap- 
ital is not, as alleged by some writers, 
a direct function of the price of capital. 

The intensity of demand for capital 
is, on the other hand, more sensitive to 
changes in interest rates. Changes in 
rates are more effective in controlling 
the demand for capital among the users 
and borrowers than the supply among 
savers and lenders. In fact a sudden 
increase or decrease in the demand for 
capital is immediately noted in a hard- 
ening or softening of interest rates; 
and if the new level of demand is long 
sustained the effect will extend from call 
money rates at one extreme to the 
yields on long term bonds at the other. 

This effective demand for capital, re- 
acting upon the available supply, is the 
underlying mechanism which deter- 
mines the fundamental basis of interest 





Footnote 2 continued from page 301: 

money can be let out at seven or eight per cent. 
Some merchants will enlarge their stores from their 
own savings if rates are low but will lend the 
money to others if the rates are high. So that 
we are far from denying that the increase or de- 
crease of the prevailing interest rate has any stim- 
ulating or retarding influence on the quantity of 
new capital offered for investment. We are merely 
denying that one is a direct function of the other— 
as specifically contended by some economists. 


%The problem of the effective influence of 
changes of interest raies upon the quantity of new 
savings offered for investment turns upon the much 
broader question of the effect of changes of in- 
terest rates upon commodity prices, and the in- 
fluence of these upon the intensity and direction 
of movement of new savings. If accompanying 
the fall of interest rates, there is a fall of com- 
modity prices—as in the opening stages of a de- 
pression—merchants and manufacturers, having no 
purpose or stimulus to invest in their own busi- 
ness may actually offer a larger quantity of their 
savings for general investment than in the pre- 


rates the world over and at all times. 
The operation of this mechanism js 
simple. If into the otherwise staple 
and quiet market for capital is thrust q 
new and sudden demand—like the Gov. 
ernment bidding for savings with which 
to conduct a war—and if at the same 
time there is no additional stimulus for 
saving, inevitably the new demand will 
enhance interest rates. But as interest 
rates rise the effective demand for capi. 
tal, at the higher level, will be checked 
and a new point of equilibrium, a new 
balance, will be established. And the 
converse of this also is true. A sudden 
technical discovery in the arts might in 
crease the production of important com. 
modities without increasing the living 
costs. A sudden increase of the fund 
of new savings offered for investment 
would occur. Unless there is a corre. 
sponding increase in the use of savings 
by Government or by private enterprise 
interest rates will, inevitably, fall, for 
it follows as the day the night, that the 
greater the available capital, the de- 
mand remaining constant, the more the 





vious period of high prices and high interest rates; 
so that the anomalous condition arises in which 
the supply of investment capital actually increases 
at the time of falling interest rates. If, however, 
the general price decline is marked and precipitous, 
the same merchants and manufacturers might find 
that their savings, and more, are absorbed in ad- 
justments of inventories and losses on receivables, 
so that they have no new capital to offer. And on 
the other hand with advancing interest rates and 
advancing commodity prices merchants and manu- 
facturers might find that all their surplus savings 
could be profitably employed in their own busi- 
nesses in spite of the lure of high interest rates. 
And the capital which they had previously with- 
drawn from their business and invested outside 
would now be used internally. As a result rising 
interest rates would accompany a decreased supply 
of new capital offered for investment. 

Without going into further details it is obvious 
that the interrelation of the various factors 1s very 
complex, and generalizations regarding the effect 
of changes of interest rates upon the quantity o 
new capital offered for investment must be accepted 
guardedly. 
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price of capital declines. But as inter- 
est rates fall, in response to sudden in- 
crease of the supply of capital, men 
who hesitated to make improvements in 
cheir. factories, municipalities which 
hesitated to extend their roads, will be 
led into making these improvements. 
These new demands for capital will 
represent additional elements of com- 
petition for the use of available capital 
and will consequently bid against other 
agencies for its use. As a result the 
downward tendency of interest rates 
will be stayed, and a new equilibrium 
established. 

This process of adjustment, which 
we have described, and the conditions 
affecting the supply and demand of cap- 
ital are world-wide in their influence 
and their effects. Were capital abso- 


lutely and perfectly mobile, the rate of 
interest would vary from year to year, 
or even from day to day, because the 
adjustment between the supply and the 
demand of capital would never be fixed 


and determined. It would be forever 
fluctuating according to world supply 
of savings and the world demand of 
savings. Consequently it is impossible 
to fix any constant rate of return on 
capital, no rate that is fair and just, 
even where little or no risk of loss is 
involved. During the periods of war 
when several nations are bidding for 
capital against each other and against 
private business, while thousands of 
workers have ceased to produce, and 


_‘It is merely a theoretical balance, as more 
lully described above, between the supply and 
demand of savings in general, without regard to 
individual investment and individual risk. It 
varies from year to year, from age to age, accord- 
ing to the balance determined by the volume of 
available savings and the uses of these savings. 
It may be very low as it was in the period of 1903 
and 1904, after a long extended time of world 
peace, and after the introduction of many inven- 
tiens leading to increased economy in the produc- 
tion and distribution of commodities. It may be 


303 


when industry, except that engaged in 
producing agencies of destruction, is 
stagnant, then the price of savings will 
be high. This is because the supply of 
new capital is small and the demand 
large. It has nothing whatever to do 
with the risk of individual investment. 
The current rate of return on capital 
might be double or treble what it had 
been in previous periods of political and 
industrial tranquillity; and this would 
signify nothing beyond an attempt on 
the part of industrial society to adjust 
itself to the new conditions, when sav- 
ings are in extraordinary demand, by 
stimulating to a slight extent the motive 
to save, and inhibiting, as far as pos- 
sible, any but the most urgent demands 
for capital. 

This rate of return on capital as de- 
termined by the world supply and world 
demand for savings will be called here- 
after the pure interest rate.* Theoret- 
ically, were capital perfectly mobile, the 
pure interest rate would be the same 
throughout the world at any one time 
or moment. But capital is not perfectly 
mobile. It is more easily invested near 
the locality where it is saved because a 
certain amount of inertia on the part of 
the lenders has to be overcome in order 
to attract savings from the center of 
origin to a different center of employ- 
ment, and this inertia, irrespective of 
the risk involved, must be compensated 
for by a high rate of pure interest.> In 
thickly populated regions inhabited by 


very high, as it was in the years immediately fol- 
lowing the Great War when, added to the enor- 
mous destruction of capital, there were extraordi- 
nary demands throughout the world for the re- 
habilitation of industry and national life. The 
pure interest rate moves in broad periodic cycles. 
Its course is influenced by the industrial cycle but 
is not necessarily synchronous with it. This re- 
lationship will, however, be discussed at length in 
the third article of this series. 


5 See next page. 
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thrifty townspeople, savings are apt to 
increase more rapidly than their em- 
ployment in industry. Consequently, 
owing to this inertia, the rate of pure 
interest will be low. In a newly settled 
locality where all improvements are 
lacking and the thrifty have ample op- 
portunity to invest all their savings in 
increasing the productiveness of farms 
and small mills, investment capital 
saved by the farmers will be lacking 
and the prevailing interest rates must be 
high to attract capital from outside. 
Pure interest rate, as the phrase is 
used, has no reference to specific invest- 
ments or specific lending contracts. It 
refers only to a kind of abstract or 
theoretical capital market where risk, 
sentiment, and individual judgment 
have no place. And just because all in- 
vestments are contracts between par- 
ticular persons or groups of persons, 
the lender is forced, in every way, to 
gage the risk involved in the individual 





5 The primary cause of the difference in in- 
terest rates in different localities of the earth is 
a matter sometimes overlooked. It is quite gen- 
erally overlooked by American and French in- 
vestors who often confuse geographical proximity 
with security. During the years immediately pre- 
ceding the collapse of the credit and investment 
standing of the securities of the New York, New 
Haven and Hartford Railroad, New England trus- 
tees were wont to console their beneficiaries who 
complained of the small return by pointing out that 
one could kick his heels against the railroad any 
time. This naive observation rested on the im- 
plication that because the New Haven Railroad 
was near at hand, it was a sound and wise invest- 
ment. ‘The general presumption that somehow in- 
vestment security varies with the distance from 
the source of savings, is common, but without foun- 
dation. Variation in interest rates in different 
localities is due primarily to differences in the 
balance between the ability of the inhabitants to 
produce more than they use together with the rel- 
ative effectiveness of the motives of saving in the 
locality on the one hand, and the local effective 
demand for capital on the other hand. For if the 
former is small and the latter large, capital must 
be attracted into the locality by a relatively high 
level of interest rate. 

There are many and varied influences which 


investment. He must consider the 
moral fibre and the mental capacity of 
the person who solicits the use of his 
capital, and the social value of the en. 
terprise in which it is to be employed: 
these factors have a very material effect 
upon the lender’s confidence in the ulti. 
mate return of his capital. So that in 
addition to the pure interest represent. 
ing a riskless price of capital, there 
must be an added premium to compen- 
sate for the individual risk; or, to 
phrase the same idea differently, to in. 
sure the lender against loss. And ob. 
viously, too, this premium will vary 
according to the apparent risk of the in. 
dividual capital lending contract—the 
individual investment. 

This second element, representing an 
insurance premium against the loss of 
the individual investment, is simply il- 
lustrated by the elementary principles 
of probability. If one should place nine 
white balls and one black ball in a bag, 





impede the easy flow of capital from centers where 
the supply of capital predominates over the de- 
mand to more distant parts where the demand pre- 
dominates over the supply. Perhaps the first and 
most important is ignorance. The distant is 
fraught with unknown contingencies; the saver and 
investor is above all else timid. Then in addition 
there are a group of costs which increase the 
charges on capital brought in from afar. A col- 
league of mine has likened them to transportation 
charges. The honesty and ability of the borrowers 
located in another part of the country or in an- 
other political division must be carefully investi- 
gated; the laws of the distant place are not under- 
stood without some expense. The capital once 
placed in a distant locality must be continuously 
watched, usually by paid experts present on the 
spot. This is illustrated by western farm loan 
agencies which receive a commission from eastern 
investors for inspecting farms, placing the loan 
and collecting the interest. These impediments t 
the free mobility of capital, and the costs in over- 
coming them, are quite independent from the risks 
involved. A loan on an ancient but sterile farm 
in Plymouth County may be no more, nor any less, 
secure than a loan to an immigrant farmer 
Northwestern Saskatchewan. The point is that dis 
tance from the primary centers of saving has ab- 
solutely nothing to do with the risk of the invest 
ment. 
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and draw forth a single ball, provided 
the operation is repeated a large num- 
ber of times, the black ball will be 
drawn 10% of the times and a white 
ball go%. Stating the matter differ- 
ently, it is evident that if one man 
should penalize another the sum of ten 
dollars for every time the latter drew 
the black ball, but paid him one dollar 
at the time of each draw, the two would 
be even in the long run. In its broadest 
significance this merely implies that if 
the chance of occurrence of an event 
resulting in loss—death, fire, or acci- 
dent—were certainly known (as the 
chance of drawing the black ball is cer- 
tainly known) then the misfortune 
could be exactly counterbalanced by set- 
ting aside regularly a percentage of the 
loss represented by its known chance. 
This is the fundamental principle of in- 
surance; it is, also, one may add, the 
theoretical basis upon which risk in in- 
vestment can be estimated. For if loss 
of principal through failure of the bor- 
rower to repay—an ever present con- 
dition in every individual investment 
contract—were calculable on a_per- 
centage basis, then one would merely 
have to add this percentage to the pure 
interest rate to obtain a gross income 
from his investment which would not 
only include the fundamental pure in- 
terest but also a sufficient premium to 
compensate, in the aggregate, for any 
loss of principal. The pure interest 
rate would be increased or “‘loaded”’ by 
an amount that would, when the pre- 
mium on all his investment income is 
considered in the aggregate, exactly re- 
place the losses of principal.* The ab- 
solute net return would be exactly the 
pure interest. 


“In all this discussion I am presuming, for the 
purpose of simplicity, that we are dealing with 
‘oss of principal only, not the interest on the un- 
fortunate investment as well. This is the same as 





This exposition may be made clearer 
by a single concrete example. Suppose, 
for the moment, that the current rate 
of pure interest is four per cent. In this 
case money would be lent without ref- 
erence to taxes, or risk or sentiment for 
four per cent. Now suppose that an 
investor is certain that in a given indus- 
try exactly one enterprise in every fifty 
fails during each and every year. 
Nevertheless, he is willing to lend 
money to various corporations engaged 
in the industry—fully conscious of the 
fact that the investment in one out of 
every fifty will prove a total loss. But 
obviously he will demand a higher in- 
terest rate than if he is lending capital 
to an industry in which there is only one 
failure out of every hundred or one out 
of every thousand. In other words he 
will require higher interest return, the 
greater the probability of loss of prin- 
cipal. And, moreover, in the case just 
described, he will require that the addi- 
tion or increment of income above pure 
interest obtained from all loans in the 
industry shall compensate him at least 
for the loss of principal in the case of 
the one unfortunate investment out of 
the fifty. That is, if he makes a loan 
of $1,000 to fifty different corporations 
engaged in the industry, the investor 
will demand, in addition to the four per 
cent of pure interest, an amount which, 
in the aggregate, shall exactly compen- 
sate for the loss of one of the fifty 
loans, namely, $1,000. And assuming 
that the interest is paid in advance, and 
neglecting the compounding of interest, 
this premium will amount exactly to 
two per cent. This is the payment for 
risk, the premium or insurance against 
the loss of principal. It indicates, in 





assurance that interest is paid in advance. If 
the danger of loss of interest is considered in ad- 
dition to loss of principal, the insurance premium 
should be slightly larger to offset this slightly 
greater risk. 
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the present illustration, that of the six 
per centum gross income received by 
the lender on loans to these fifty cor- 
porations four per centum represents 
pure interest in the sense of the price of 
riskless borrowed capital, and two per 
centum represents the insurance pre- 
mium levied on all the loans to com- 
pensate for the probable losses on 
some. In other words, gross interest 
as we know it in business and invest- 
ments consists of at least two compo- 
nents, pure interest and compensation 
for risk. 


Other illustrations may be added 
without limit. The significant part of 
this analysis, however, is very simple. 
Every investor, consciously or uncon- 
sciously, weighs the relative chance of 
loss of principal attendant upon every 
prospective investment. And every in- 
vestment, in its yield, as evidenced by 
its current market price, carries a cer- 
tain risk premium, over and above pure 
interest, which is the investment mar- 
ket’s appraisal of its chance of loss. 
Supposing—which certainly is not true 
—that this premium above pure interest 
carried by all investments represents 
accurately the true chance of loss of 
every one of the investments offered to 
the investor, and supposing, too, the 
fund to be invested is large enough to 
include a large number of single invest- 
ments, then under these conditions the 
net return to the investor would be ex- 
actly the pure interest. The excess of 
risk premium above pure interest would 
exactly offset the losses of principal. 
There would be no enhancement of 
principal, no loss of principal. 


Certain presumptions have been 
made in this discussion, in order to lay 
bare the theory without undue limita- 
tions. But it is perfectly obvious that 
no investor can determine accurately 
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the absolute value of the risk of a pro. 
spective investment in the same manne; 
that the life insurance actuary can com. 
pute the death rate per thousand of 
population or even the fire insurance 
expert can schedule or “rate” his yari. 
ous hazards. The judgment of the ip. 
vestor must be, of necessity, little more 
than an intelligent guess. Sometimes, 
by reason of the fact that the great 
majority of investors overestimate the 
risk of an investment, the premium 
above pure interest demanded by the 
investors and paid by the borrowers 
will be greater than it actually is. Con. 
sequently, if investments of this char. 
acter are bought consistently by an in. 
vestor he will receive a kind of supple. 
mental premium—a kind of straight 
profit—due to his judgment or business 
ability in picking those investments 
which carry a premium larger than the 
absolute value of the risk. In brief, 
such an investor receives a total or 
gross investment return greater than 
both pure interest and the actual risk- 
premium, because of his skill in picking 
investments which carry a greater pre- 
mium than their risk requires. Con- 
versely, one may add, certain invest- 
ments, because of sentiment, age or the 
laws carry a premium less than their in- 
herent risk involves. The investor is 
not compensated adequately for the 
probability of loss. And if such invest- 
ments are acquired consistently the loss 
of principal will not only absorb the 
risk-premium but some of the pure !0- 
terest as well. It is obvious therefore 
that the sum of the pure interest and 
risk premium, in any individual in- 
stance, is either increased or decreased 
by an increment representing a straight 
business profit or loss varying with tre 
skill or lack of skill of the investor 10 
the selection of his investments.’ 
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These three factors or elements, 
then, constitute the gross return of an 
‘nvestment. There is the pure interest 
on the capital, representing a kind of 
absolute market determined by a bal- 
ance between what the savers as a class 
can get, and what the users as a class 
can aflord to pay for the use of capital. 
But as all investment involves a spe- 
cial contract between saver and user, as 
loss of the individual investment is an 
ever-present possibility, the funda- 
mental pure interest rate must be in- 
creased by a premium to counterbalance 
and equalize the individual investment 


™This analysis of investment return has its 
analogy in insurance. It is known by all actuaries 
and statisticians that the insurance of certain 
classes of insurable lives and properties is con- 
sistently profitable to the company. In other words 
the premium charged is greater than the hazards 
warrant. In the long run business of this kind 
vields the insurance company a true business profit, 
a true return on the business ability of the insur- 
ance company in selecting an unusually desirable 
class of business. And conversely it is also known 
and acknowledged that certain other classes of 
hazards yield an inadequate return to the company; 
as a class the premiums collected on them do not 
compensate for the losses. Obviously the insur- 
ance company is called upon to exercise true busi- 
ness ability in seeking out the former class of 
hazards and avoiding the latter. A life insur- 
ance company seeks to insure men of moderate 
means engaged in protected sedentary occupations, 
and it may avoid men over six feet in height al- 
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losses. And, finally, as the determina- 
tion of the probability of loss in any 
one case cannot be determined ac- 
curately the actual premium for risk 
cannot, in any given case, be more than 
an intelligent guess. Therefore, there 
is a kind of business profit, analogous 
to all other business profit, that accrues 
to the able investor who secures an in- 
vestment having a risk premium greater 
than the actual risk turns out to be, or 
a business loss to the man of inferior 
judgment who buys an investment hav- 
ing a gross return in which the risk pre- 
mium is less than the actual risk.§ 


though physically sound; a fire insurance company 


may seek suburban middle class residential houses 
and avoid farm building hazards of any descrip- 
tion. In the selection of the type of business that 
it regards as most profitable the insurance com- 
pany will be governed by its own experience, rather 
than by the widely known expectation of life tables 
or the commonly accepted schedule ratings. In 
other words, scientific as the insurance companies 
believe their computation of class hazards to be, 
they recognize that true business ability may be 
exercised and a kind of special or extra business 
profit obtained by directing their efforts toward cer- 
tain kinds of hazards and avoiding other kinds. 


8 This analysis may be represented by a very 
simple notation. If “g” represents the gross re- 
turn on any investment, “p” the pure interest rate 
then prevailing, “r” the compensation for risk, and 
“e” the profit or loss due to individual business 


judgment, then g = p+ r+e 




















THE PLANNING AND PREPARATION OF An 
ADVERTISING CAMPAIGN 


By H. K. McCANN 


HE huge scale on which business 
is conducted to-day in this coun- 
try is the outgrowth of the last 

fifty years. Big business dates from the 
Civil War. The building of transcon- 
tinental railways and the development 
of the Middle West from a strictly 
agricultural, even frontier country, to 
a great industrial section inaugurated a 
totally new era in business. 

The one-man business has largely 
disappeared. In place of the expert 
shoemaker, who took pride in making 
every part of the shoe himself, there 
came factories where whole groups of 
men and women did nothing but cut 
uppers or stitch on soles, where shoes 
were manufactured for the millions ac- 
cording to standard lasts. The indi- 
vidual shoemaker saw the world sud- 
denly expanding before his eyes, and 
he either became a manufacturer on a 
big scale or was swallowed up by some- 
body else who was better able than 
himself to grasp the opportunity. 

With the multiple complexities of 
conducting business on this new scale, 
more efficient methods of selling as 
well as of producing were a necessity. 
It might be argued that here is where 
advertising as a sales method came into 
being—that just as civilization brought 
shoes to protect our feet against the 
roads, and then pavements on those 
roads to make traveling easier, and 
again rubber heels on our shoes to 
make the pavements bearable, so ad- 
vertising resulted from the increased 
scale of production and the consequent 


need of reaching masses of people 
quickly with the news of our wares, 
This is only partly true, however, 
Advertising is as old as buying and sell. 
ing and has been practiced in one form 
or another for centuries. In medieval 
days a merchant would despatch a ser. 
vant around to his best customers to 
acquaint them with the fact that his 
master had just received a new con 
signment of silks from the East. That 
was advertising. When the first print. 
ing press was established, and it was 
no longer necessary to depend on the 
slow word-of-mouth method, handbills 
announcing bargains of all sorts were 
in general use. That was advertising 
too. Now we use double-spreads in 
the Saturday Evening Post, which 
reaches more than two million readers 
every week. Advertising again—on the 
modern scale. 
About the time this great industrial 
and commercial expansion began, adver- 
tising had fallen into low repute because 
it had been used so extensively by patent 
medicine mongers and the circus man. 
People believed all advertising was 
bogus just because the bearded lady 
was a fake. 5 
Nevertheless the power of advertis- 
ing was obvious. Even with produc- 
tion accomplished on a wholesale basis, 
manufacturers began to see that large 
profits could be made only if means 
could be found for distributing goods 
widely. And the public must know that 
goods were available, else there would 
not be demand for them. Thus was 
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advertising resurrected from the bally- 
hoo stage and put to work in the in- 
terest of truth and honest merchandise 
with such success that to-day a manuv- 
facturer would hardly think of attempt- 
ing to launch a new product without it. 
Of course, ballyhoo is not extinct. 
And perhaps it has its uses. As P. : 
Barnum, the very Prince of Humbugs, 
pointed out, it may not have done any 
great harm to fool people about the 
bearded lady when you threw in a whole 
lot of other curiosities that were genu- 
ine enough but less spectacular to talk 
about. At any rate, publishers of de- 
tective stories and the like use it to 
advantage. M. Coué, the great expo- 
nent of autosuggestion, chuckles over 
the bread pills he used to sell in his 
pharmacy and which cured the entire 
neighborhood of most of its ills; and 
even the modern press agent cannot for- 
bear to announce his newest movie as 
the most dazzling, the most stupendous, 
the most expensive-to-make picture of 
all times! But, after all, these things 
belong more in the realm of make-be- 
lieve. 
Modern business is engaged in pro- 
ducing concrete things, chairs, dishes, 
food products, automobiles, machinery, 
tools, soap—everything the individual 
needs for his daily life. There is little 
opportunity for one’s imagination to 
run riot with a familiar commodity like 
a loaf of bread. When it comes to de- 
tective stories, people wish to be di- 
verted, amused, stimulated, taken out 
of themselves and their ordinary rou- 
tine of life—but about bread, they want 
the facts. 
This brings us to the real truth about 
advertising—that it depends for its suc- 
cess upon knowing the product, the mar- 
ket, the competition, the needs and de- 
sires of humanity. Not until all of 
these factors are studied and weighed 
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and understood in their relation to each 
other, can an effective and successful 
advertising campaign be conceived and 
put into execution. 

In general, advertising to-day is a 
great educational force. People can- 
not be expected to spend money on a 
product because it has intrinsic merit. 
In fact, who knows what intrinsic merit 
is? Comparison offers almost the only 
basis on which it can be determined. 
People probably will not recognize the 
value of an article unless they are taught 
to recognize it, to understand how it 
works, to appreciate what it can do for 
them. This is exactly what advertising 
does. It explains. It dissects. It com- 
pares. It teaches. It praises. it edu- 
cates. 

There is plenty of evidence that peo- 
ple read and believe advertising, evi- 
dence manifested in a general way by 
an increase or decrease in sales of ad- 
vertised goods, but more specifically by 
other circumstances. For example, the 
mail received by one of the greatest 
beauty editors in the country, mail which 
runs into thousands of missives a week 
from women and girls everywhere, is 
full of letters which unconsciously quote 
extracts, and even paragraphs, from 
current toilet goods advertising. A 
certain publisher, who sells general 
books on a mail-order plan, has found 
that in writing to his company his cus- 
tomers, without appearing to realize it, 
will use again and again the very words 
and phrases he used in his advertising. 


The work of preparing any specific 
advertising campaign varies with the 
conditions which are encountered. You 
may have a new product to launch—a 
product that must be sold to the jobber 
and the retailer as well as to the con- 
sumer. You may have an old, well-dis- 
tributed, thoroughly known product, 
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whose sales need stimulating. You may 
have only to continue a campaign to 
sustain demand for a product whose 
market and whose sales volume are all 
that may be desired. The forms which 
your campaigns may take are as many 
and varied as your objectives. Some- 
times conditions are such that both the 
objective and the method of accomplish- 
ing it are clearly indicated. Usually 
only the objective is apparent, and long 
and careful study of the product and 
the market is necessary to evolve the 
method by which the objective can be 
attained. 

The importance of analyzing both 
product and market cannot be over- 
estimated. Experience is a great aid, 
but research is also necessary. Modern 
advertising agencies usually employ a 
staff whose sole business is gathering 
knowledge. The product is examined 
carefully. How is it made? How well 
does it fulfill the purpose for which it 
is made? Is the product, or the pack- 
age containing it, attractive in appear- 
ance? As much similar information as 
possible is secured about competitive 
products. Also, a careful study is made 
of the market and its possibilities; sales 
outlets; methods of distribution; prices 
and discounts given the wholesalers and 
retailers; amount and character of the 
advertising support being put back of 
products of a similar kind—in fact, all 
factors that have a bearing in determin- 
ing the advertising or marketing policy 
to be followed are studied and ana- 
lyzed. 

This search for knowledge leads into 
all sorts of paths and may consume 
months of time. It may include the ex- 
amining of government and trade re- 
ports and statistics; the delving into 
history for general background ma- 
terial; even scientific experiment in 
medical or food lines, for example; 
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accurate, first-hand contact with eno 
of the people who will sell and buy your 
product to give a fair average picture 
of trade conditions and consumer buy. 
ing habits. Advertising is intimately 
associated with actual sales work and 
conditions to be met in the market. 
With all the facts before us collected, 
tabulated, and analyzed, we are 
equipped to prepare the advertising 
plan. Though it sometimes happens 
that an advertising agency is privileged 
to make suggestions with regard to 
production matters, formulas, packages, 
etc., we will assume that we are dealing 
with a product whose quality and adapt. 
ability for the market have already been 
settled. 

The market objective receives our 
first consideration. For every product 
there exists a market on some scale, 
however small. This market is easily 
reached. Nearly always there is a sec- 
ond or potential market. The size and 
scope of this bigger market is deter- 
mined by the nature of the product and 
is revealed through the facts which we 
have already been at some pains to learn 
by investigation and research. 


After determining the possible mar- 
ket, the second step in working out the 
plan is to develop the advertising ap- 
peal. By advertising appeal is meant 
the particular theme or line of reason- 
ing which is to run through all our ad- 
vertising and which is depended upon 
to create a desire to buy in the minds 
of readers. Our appeal must be some- 
thing both fundamental and special to 
our product. It is not enough to talk 
about “‘health appeals” and “appetite 
appeals” and “beauty appeals.” These 
might be applied to almost any product. 
What is needed is the particular special 
application of one of the general classes 
of appeal which gives our product dis 




































tinction, uniqueness, a place all its own. 
Advertising is profitable in proportion 
to the individuality of the place it cre- 
ates for its product, though it goes with- 
out saying that an advertising idea must 
be sound and in keeping with circum- 
stances—for an idea can be “‘interrupt- 
ing” and spectacular and still not have 
the power to accomplish the desired 
end. 

To work out this advertising theme 
is frequently the most vital—and the 
most dificult—part of the plan. Ac- 
tual choice of media and preparing of 
copy, art work, ete., follow naturally 
and easily from it. Its success depends 
on a knowledge of the vagaries of hu- 
man nature, on timeliness, on novelty, 
on factors which are variable to some 
extent. One big agency employs a na- 
tionally famous psychologist just for 
his counsel in the planning of advertis- 
ing appeals. For, in the last analysis, 
advertising is appealing to people, and 
it is imperative to know human nature. 
It is thought by some that volume, quan- 
tity, of advertising is the secret of suc- 
cess. This is not the whole story by 
any means. You must talk loud enough 
to be heard, to be sure, but it does you 
no good to raise your voice if people 
do not understand your language. 

The germ of this important advertis- 
ing and sales idea probably lies some- 
where in the mass of material assembled 
in the research which precedes the mak- 
ing of a plan. A glance at current ad- 
vertising which is known to be success- 
ful will disclose this. Three thousand 
years ago Cleopatra used palm and 
olive oils for her complexion. That 
idea came out of history. Yeast is be- 
ing sold for its vitamin content. That 
idea came out of scientific experiment. 
Plain mud, messy to apply, uncomfort- 
able during the process of application, 
is being sold as a facial beautifier. That 
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idea came out of a sound piece of hu- 
man psychology—women, and men too, 
will go to almost any lengths to improve 
their looks. A multitude of kitchen 
devices are sold as labor-savers. That 
idea came out of the increasing short- 
age of servants. The underlying prin- 
ciple of any successful advertising plan 
can probably be traced to an idea that 
now seems simple because familiar, but 
which once was laboriously dug out of 
a wealth of data. 


When the advertising theme is final- 
ly developed, the third step in the prep- 
aration of the plan includes exhibits 
which show the actual working out of 
this theme in sample advertisements 
and dummies of all advertising mate- 
rial. Even after the advertising theme 
is determined upon, skill and talent are 
required to translate it into its final 
form. The presentation of an idea can 
go a long way toward making or marr- | 
ing it. A mediocre idea can be bol- 
stered up with good writing and inter- 
esting art treatment. An outstanding 
idea can lose much of its effectiveness 
through careless treatment. For pur- 
poses of execution in a plan, samples 
of copy and art treatment are more a 
rough illustration of what can be done 
with the idea than finished pieces of 
work as they will eventually appear be- 
fore the public. 

Since physical appearance of the ex- 
hibits is governed somewhat by the kind 
and size of space to be used, it would 
not be amiss to point out here the re- 
lationship of the selection of media, 
which is a subject closely interlocked 
with the market objective, and the ad- 
vertising theme. 

The contemplated campaign may be 
local or sectional, necessitating special 
consideration of the more strictly local 
advertising media, such as newspapers, 
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car cards, outdoor signs, elevated or 
subway platform posters, theatre pro- 
grams or any one of many other local 
media. Or it may be one of national 
scope, in which case consideration will 
be given to national periodicals of wide 
circulation. Or, again, the market we 
wish to reach may be among women 
entirely, and the women’s periodicals 
will naturally head the list. Decisions 
as to the units of space in all these 
media depend again upon objective and 
method of handling the advertising 
theme, as well as upon the size of the 
appropriation available. 

Counter display material, window 
trims, dealer broadsides, folders, direct- 
by-mail matter also come in the general 
classification of media. Each has its 
proper place and its special merit de- 
pending upon circumstances. 

The plan includes a complete list of 
media recommendations with a sum- 
mary of costs of the advertising space 
and the supplementary direct and mis- 
cellaneous matter. 

This advertising plan represents the 
complete preliminary preparation of a 
campaign. After it is discussed and 
altered—for modifications are bound 
to take place—the real work of launch- 
ing the actual campaign begins. Ad- 
vertising space must be reserved and 
final advertising must be created and 
approved and released. 

The making of interesting and ef- 
fective advertisements requires copy and 
art skill of a high order. Many adver- 
tising writers are highly skilled special- 
ists. Many well-known authors can and 
do write advertisements. The skill 
that a writer employs to create a plot, 
to delineate character, to picture scenes 
vividly, to present argument logically, 
to hold the reader’s interest and atten- 
tion, is needed in writing advertisements 
as in writing articles and stories. 
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The advertisement writer is like the 
lawyer pleading his case in the very 
best way that he can. He may make 
use of logic and sentiment and pathos 
and humor. The advertisement may 
appeal to pride, or the snobbish in. 
stinct, or to vanity, or to patriotism, or 
to love of home, or to dozens of other 
human traits. The advertisement writ. 
er must use every known means of 
reaching his audience. 

Artistic treatment of advertising re. 
quires similar skill. The advertising 
business has developed and supports a 
great many first-class artists. Many of 
our nationally known artists were de. 
veloped in the advertising school, and 
many of them still make pictures for 
advertising use. 

Advertising should be completed suf- 
ficiently far in advance to be merchan. 
dized to the trade, i. e., shown to re- 
tailers and wholesalers as evidence of 
the time, money, and effort being spent 
by the manufacturer as his part toward 
inducing and stimulating sales. What- 
ever advertising work is undertaken, 
unless it be mail-order advertising, it 
must be very closely coérdinated and 
synchronized with the work of the sales 
organization. The full effectiveness of 
the advertising is seldom realized unless 
it is designed to operate in harmony 
with the sales pian and unless the sales 
force works with it and makes the most 
out of it. This close coéperation be- 
tween the selling force and the adver- 
tising is highly advantageous to all con- 
cerned. 

For example, if dealer broadsides are 
included in the advertising campaign, 
they must be mailed to the trade at 
timely intervals. If dealer literature 
has been prepared, such as window 
trims, counter cards, store hangers, 
folders, package enclosures, etc., every 
dealer must receive his share while it 
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-s new, fresh, and will tie up with the 
main advertising. If the salesman is 
using a portfolio outlining the scope of 
the advertising work being done, he 
must use it effectively, be in sympathy 
with the advertising, and thus be in a 
osition to convince the dealer that it 
will help move his goods. 


As a matter of fact, dealers in all 
kinds of merchandise have come to ap- 
preciate the power of advertising. 
What the dealer wants is customers. 
Show him that advertising is influencing 
his customers, and he will add his sell- 
ing effort to yours to push your prod- 
ucts. This link is most easily forged 
by a selling force that has been taken 
into your confidence concerning adver- 
tising plans. 


A sales campaign and an advertising 
campaign are interacting. Lack of 
complete sales support of the right 
kind, in the right place, at the right 
time is as detrimental to the advertis- 
ing as an inferior or incomplete adver- 
tising campaign is detrimental to an ag- 
gressive sales plan, 


To go back for a moment and give 
a brief summary, tne planning and prep- 
aration of an advertising campaign in- 
cludes : 
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1. Intensive study of the product 


2. Investigation and analysis of the 
market 


3. Determination of the plan cover- 
ing 
(a) The advertising theme 
(b) The copy and art treatment 
(c) The choice of media 
(d) Estimates of cost 


4. Actual execution and release of 
the advertising in its final form 


5. Selling the advertising to sales 
organization and the trade 


The foregoing is an outline of some 
of the things which transpire in the 
planning and preparation of an adver- 
tising campaign. As was mentioned in 
the early part of this article, there are 
many kinds of campaigns planned for 
many different purposes. Each has its 
problems, each requires its own diag- 
nosis before plans are made or treat- 
ment applied. 

Advertising has not become an exact 
science, but the substitution of more 
scientific methods for the hit-or-miss 
way of doing things, which until re- 
cently has very generally prevailed in 
advertising practice, is a great step in 
advance. 








THE FIELD ORGANIZATION OF THE 
SALES DEPARTMENT’ 


By HARRY R. TOSDAL 


HE manufacturer who extends his 
selling operations into a market 
beyond his own immediate vicin- 

ity soon learns that the control of 
marketing is much more difficult than 
the control of manufacturing. Instead 
of overseeing workers under one roof, 
he must direct the operations of a group 
of men of various ranks and degrees of 
ability scattered over a section or a 
country, or perhaps over the entire 
world. In the past, members of the 
sales organization traveling in the field 
have ordinarily been subject only to 
long-distance supervision. Printed mat- 
ter, letters, telephone and telegraph, 
with only occasional visits of officials, 
were depended upon to keep the sales 
force operating smoothly and efficiently. 
To-day a well-defined tendency toward 
more careful supervision is develop- 
ing. Progressive-minded executives are 
studying closely the problem of increas- 
ing profits by increasing the amount and 
quality of supervision of field forces 
and not a few of them have already be- 
gun to reap the benefits of the more eco- 
nomical combination of supervision and 
direct sales effort. 


Whether the field organization con- 
sists of merely a limited sales force with 
no supervisory officials or an elabo- 
rate system of inferior and superior 
branches, division and district offices, 





1The management problems involved in the 
operation of branch sales organizations will be 
taken up in a second article in which the practices 
of manufacturers with respect to such matters as 
credit administration, control of inventories, and 
management of branch personnel will be discussed, 
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with hundreds of salesmen, the efficient 
performance of the selling function js in 
most cases the prime purpose of the 
field crganization. Nevertheless, there 
are other functions the performance of 
which has frequently been partially re. 
sponsible for the development of the 
field organization. One of these is the 
desire to develop closer contact with 
buyers, a policy which occasionally leads 
to the use of field organization to re. 
place one or more types of distributors. 
Not a few firms have found that an 
organization in the field was advisable 
for the purpose of carrying stocks to 
meet the requirements of customers for 
economical and prompt delivery. A 
powerful motive for the extension of 
field organization influences manufac. 
turers of more or less complex products 
which require expert service in installa- 
tion, maintenance, or repair. 


It may seem somewhat paradoxical to 
assert that supervision of the sales force 
is generally inadequate in amount and 
lacking in quality, while pointing out at 
the same time that business enterprises 
have not infrequently been severely 
handicapped financially and even thrown 
in to receivership by undue extension of 
their field and branch organizations. 
The temptations to over-extension of 
the field organization are particularly 
seductive to the optimistic sales execu- 
tive, when he becomes aware that the 
salesmen traveling in territory a thov- 
sand miles away as representatives of 
the sales department are not making 4 
satisfactory showing, either from the 













































viewpoint of immediate sales or from 
| the viewpoint of building up a basis of 
ood-will for future profitable business. 
| When the sales executive becomes dis- 
satisfied with the attitude of dealers to- 
ward his product—an attitude of indif- 
ference which is often a logical one; 
when the manufacturer learns that, 
either because of lack of stock or deal- 
ers’ refusal to handle the goods, his 
product cannot be procured by prospec- 
tive customers in whom demand has 
been aroused by advertising; when 
through carelessness, inability or unwil- 
lingness of dealers to render necessary 
service in the sale of complex products, 
complaints arise and ill-will toward the 
manufacturer is engendered; when local 
competition becomes keen in sections of 
the market, possibly far distant from 
sales headquarters, then the lure of the 
extensive field organization becomes 
particularly dangerous. The executive 
sees around him many examples of con- 
cerns with large branch organizations 
which are notably successful, but he 
overlooks the fact that only successful 
organizations survive as examples. The 
numerous unsuccessful attempts, the 
many unprofitable branches carried by 
more profitable portions of the larger 
enterprises, receive little publicity. 

Despite the dangers of branch or- 
ganization, the development of some 
sort of field organization becomes a 
problem for all except the small local 
manufacturer or the firm which shifts 
its marketing functions to a selling 
agent. The development of sales super- 
vision frequently, though not neces- 
sarily, brings with it the development of 
sales offices and field headquarters of 
the sales organization. The size and 
character of these field offices will vary 
with the number of salesmen and the 
extent to which selling and other market- 
ing functions are decentralized and ac- 
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cordingly directed in part by field of- 
ficials. 


I. Field Supervision of the Sales 
Force 


That salesmen operating in the field 
need supervision is evident if one exam- 
ines in more than cursory fashion the 
nature of their work. The traveling 
salesman must ordinarily operate away 
from home or district offices a large 
part of the time. He has, therefore, a 
much smaller amount of contact with 
other parts of the sales organization 
than employees with corresponding re- 
sponsibilities in the production organiza- 
tion have with production officials. 
Furthermore, the nature of the sales- 
man’s work—meeting new buyers, con- 
tinually meeting persons who rightly or 
wrongly feel that their interests are 
contrary to his own, the frequent lack 
of tangible results for considerable 
periods of time, the dependence of the 
salesman’s work upon factors beyond 
his control, the many new problems 
which arise because of changes of con- 
ditions, the difficulty of meeting new or 


hard prospects—furnishes arguments 


for support, assistance, and supervision 
by superiors. The character of the 
salesman, the fact that he will usually 
be most successful when optimistic, the 
many reasons for discouragement in 
selling, the tendency of salesmen to get 
into a rut when a fair amount of custom 
has been established further emphasize 
the need for some means of stimulation 
so that the salesman may do himself 
justice. The need for effective agencies 
for stimulation of salesmen is never 
more keenly felt than during a period 
of depression when the continuance of 
manufacturing operations may depend 
largely upon extraordinary exertions of 
salesmen. Lastly, few salesmen are 
fully trained for their work before they 
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take up selling. As a consequence, 
many houses are suffering more or less 
from the employment of inadequately 
trained salesmen. Even where sales- 
men have once been trained, their ten- 
dency to become satisfied with mediocre 
performance or the failure to grow may 
cause them in the course of time to get 
out of touch, to fail to appreciate new 
lines, to inadequately support new pol- 
icies. In larger or smaller measure, a 
continuous process of education is 
needed to keep the sales force as ef- 
ficient relatively as other parts of the 
sales organization or as other portions 
of the business enterprise. 

The amount of supervision which 
must be provided by the management 
will depend upon a rumber of factors, 
the first of which is the size of the sales 
organization—the number of salesmen 
or other representatives in the field. A 
sales department traveling 500 men 
must very evidently provide more super- 
vision than one traveling 20 men, other 
conditions being substantially the same. 
An examination of the practices of busi- 
ness concerns generally shows a wide 
variation in the number of men super- 
vised by a single official. Instances may 
be cited where as many as 200 sales- 
men are directly supervised by one offi- 
cial; many more examples may be 
secured of companies in which 25 or 
more salesmen are subject to one super- 
visor. While we find that only a very 
few sales executives have undertaken a 
serious study to ascertain the number of 
salesmen which can be effectively 
handled by one man, such results as 
have been obtained point toward the 
conclusion that present practice will 
have to be modified to provide for more 
supervision. The variation which exists 
is to be attributed not so much to differ- 
ences in need for supervision as to vary- 
ing distribution and control, to the un- 


developed state of policies of ma 


enterprises, and to the lack of study 
supervision problems. 
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In the second place, the amount of 
supervision will depend in part upon the 
territory in which salesmen operate, As 
soon as salesmen get so far away from 
headquarters that contact with the hom 
office can be maintained only by corre. 
spondence and occasional visits of men 
from the headquarters staff, there is 
danger that they will not perform s 
satisfactorily as in territories closer to 
sales headquarters. Special features of 
the salesman’s work may increase the 
need of supervision in order to over. 
come certain weaknesses of the aver. 
age salesman. Closer supervision js 
necessary where salesmen are ex. 
pected to cover territory thoroughly 
than where they are expected to visit 
only certain customers in larger market 
centers. Likewise, the special work 
which a salesman may be expected to do 
in the creation of good-will, in aiding 
dealers to resell goods, may call for a 
greater amount of supervision than for 
the salesman who is expected simply to 
obtain orders with no responsibility for 
laying the basis for greater facility in 
making future sales. It is evident also 
that the extent to which such special 
duties are required will depend upon the 
type of product, upon the class of buy- 
ers, and other factors. 


Lastly, the characteristics of the 
salesmen employed will affect the 
amount of supervision necessary. A com- 
pany employing many salesmen of aver- 
age ability may find supervision more 
necessary in proportion to numbers than 
another company in a different line em- 
ploying highly trained and high-grade 
salesmen. The importance of this dif- 
ference may, however, be easily exag: 
gerated. ; 
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The necessary supervision cannot 
be furnished properly by the chief sales 
executive himself, unless the number of 
salesmen is very small and unless his 
other duties and responsibilities are 
light. Supervision of the sales force is 
only one of the many functions of the 
sales executive. If, as a number of 
executives contend, 8 to 12 men will 
occupy the full time of a supervisor, 
obviously a sales manager who attempts 
to properly correlate advertising and 
personal salesmanship, who attempts to 
plan so that the sales department’s func- 
tions coordinate properly with the other 
departments of an enterprise, can per- 
form none of these duties properly if 
he is compelled to supervise a consider- 
able number of men. Only by delegat- 
ing some of these duties to responsible 
subordinates can a sales manager free 
himself from detail so as properly to 
direct sales operations in their entirety. 
Proper supervision for the sales force 
implies not only desk supervision, which 
is not infrequently the only type which 
can be furnished by the sales manager 
or his assistant, but also field super- 
vision. As sales organizations expand 
there is, of course, clearer recognition 
of this necessity; but, even in smaller 
organizations, greater efficiency would 
undoubtedly be secured if active field 
supervision were furnished. 

The official who supervises the sales- 
men in the field may be a “foreman” of 
salesmen, whose prime or sole function 
is tuat of overseeing a limited group of 
salesmen, or a district manager, who 
may have other responsibilities in addi- 
tion to that of the sales force operating 
inhis district. Supervisory officials of the 
irst type represent a clear-cut applica- 
tion of the idea of foremanship, univer- 
sally accepted in factory practice, to the 
management of the sales force in the 
held. While in practice it has been 
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found advisable to give the appearance 
of greater dignity to the position of 
sales foreman, calling him district sales 
director, squad leader, district manager, 
or the like, there is no uniformity in 
designation nor is there uniformity of 
duties. The use of sales foremen is 
justified only if it increases profits 
through increased sales or lower costs 
of selling. The use of sales foremen is 
ordinarily expected to increase sales for 
several reasons—first, because of the 
improved supervision furnished, there 
is greater probability that duties of 
salesmen will be performed more satis- 
factorily and that waste and other ex- 
penses will be lessened. Secondly, the 
work of the sales foreman should bring 
about better selection and better train- 
ing of salesmen; as a consequence, sales- 
men who perform more satisfactory 
service and are better paid. The con- 
sequence is likely to be also a smaller 
turnover in sales force. Thirdly, sales 
foremen in large organizations provide 
a means of obtaining the much-needed 
contact between headquarters and field 
force, a contact which on the one hand 
enables the ideas and wishes of head- 
quarters to be transmitted into the field 
more effectively, and on the other hand 
provides for the collection of informa- 
tion concerning conditions in the field 
and opinions which are of the utmost 
importance to the correct planning and 
direction of sales operations by the 
headquarters staff. Furthermore, the 
position of sales foreman offers an op- 
portunity for the promotion of sales- 
men to a subordinate executive position, 
therefore, an opportunity for determin- 
ing the qualifications of the salesman 
for executive work with less risk than if 
promotion has to be made directly to 
more important positions. 

The introduction of sales foreman- 
ship, either through the appointment of 
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field supervisors, or managers of sales 
offices, may not give the expected re- 
sults. The foreman chosen may be in- 
competent. Not infrequently, when 
such foremen are chosen from the ranks 
of the salesmen, they are incompetent 
or unfitted for the position because they 
have few qualities of leadership al- 
though they may have outstanding sel- 
ling ability. The foreman may not be 
able to convince the men under him that 
he can be of assistance. It is conceivable 
also that expected increases in sales may 
not be realized, because under previous- 
ly existing conditions the salesmen were 
working under such pressure and under 
such direction from the home office that 
little change could be effected even by 
competent foremanship. In the last 
place, the increases in sales may not be 
realized for a considerable period of 
time both because the sales foreman, if 
promoted from the ranks, must be 
trained to his new position and because 
he is apt to encounter the opposition 
of salesmen not so promoted. Many 
salesmen, who have been accustomed to 
going without such supervision, resent 
the implication that they need it. How- 
ever, if the sales foreman is able to 
show results, perhaps to bring about 
more satisfactory incomes for salesmen, 
such difficulties will be only temporary. 

The functions of sales foremen in- 
clude, first of all, education of field 
forces. The sales foreman is expected 
to work with the salesmen over whom 
he has supervision, to assist them in im- 
proving their salesmanship, to demon- 
strate how to sell particular classes of 
products, to assist them to become ac- 
quainted with the new products which 
are put out by the manufacturer, to help 
the salesmen to know thoroughly and to 
appreciate policies and methods of the 
sales organization of which they are a 
part. As a part of the contro] and 


supervision duties of a fu eman, the 
stimulation of salesmen bott ~ continy, 
ous educational work and by personal 
assistance to each man in overcomj 
special difficulties is necessary to pre. 
vent salesmen from only half-heartedly 
exerting themselves or from falling into 
ruts. Not infrequently the sales fore. 
man will be expected to make up for 
the shortcomings of salesmen. He may 
be expected to open new accounts or to 
take special pains to see that salesmen 
do not neglect this phase of the work 
as they are prone todo. He may under. 
take to facilitate adjustments with cus. 
tomers which it would not be wise to al. 
low salesmen themselves to make. The 
elimination of the delay and red tape 
necessary to effect such adjustments 
through the home office may be produc. 
tive of much good-will. In general, the 
function of the sales foreman is, there. 
fore, to assist the salesmen in produc. 
ing greater sales and in laying the 
foundation of good-will for future busi- 
ness. In his relations to the home office 
the foreman is also held to be more re- 
sponsible for reports and information 
than is the individual salesman. 


Il. Sales Branches 


The conclusion that a sales force 
needs field supervision does not lead 
immediately to the conclusion that 
branches must be established. It is true 
that the general justification for the 
establishment of branches is that the 
size of the organization is so great and 
the area covered by sales operations |s 
so extensive that decentralization is nec 
essary both for the supervision of sales 
men and for the performance of other 
functions which may not be satisiac 
torily performed from the home ofice. 
However, not infrequently a firm may 
adopt a distribution policy which will 
greatly increase the size of the sales 
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force necessary to perform the market- 
ing functions which it has assumed. 
The manufacturer of a certain type of 
grocery products may choose to sell 
through manufacturers’ agents, and all 
the selling operations may be performed 
by one of the members of the firm. 
Another manufacturer of the same prod- 
uct might choose to sell through re- 
wilers, and to provide an organization 
for making shipments promptly, calling 
upon thousands of retailers if he wished 
to cover the United States. Even though 
, concern does not adopt the policy of 
selling directly to retailers, it may ate 
tempt to provide more aggressive selling 
and overcome the indifference of retail- 
ers and jobbers by providing special 
types of missionary salesmen who call 
upon the retailers in the interests of the 
manufacturer, though distribution is con- 
tinued through the jobber. The adop- 
tion of this policy increases, of course, 
in a very important measure the need 
for field supervision and field organiza- 
tion; but whether the manufacturer 
wishes to eliminate one or more classes 
of middlemen or not, the common 
desire in the development of a branch 
organization is to secure more aggres- 
sive selling or to bring distributors 
into line. As an instance of the lat- 
ter, a prominent manufacturer of widely 
advertised builders hardware, upon 
whom pressure was being exerted by 
wholesalers to secure private brand 
goods, established a complete system of 
branches for the purpose of selling 
directly to hardware retailers. Whole- 
salers protested but after a time gave 
up their demand for private brands; 
whereupon the manufacturer disbanded 
his branch organization. In so far as 
the branch undertakes to supplant one 
or more classes of distributors, there is 
the advantage of securing more outlets 
and getting into closer contact with buy- 
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ers. By controlling his outlets the pro- 
ducer may secure full and undivided 
attention for his product. The closer 
control of sales and the absolute con- 
trol of the branch organization enable 
the manufacturer to assure himself of 
full cooperation in all sales promotional 
activities. The desired cooperation in 
advertising campaigns and in the utiliza- 
tion of dealer helps cannot usually be 
secured from jobbers, who as a matter 
of policy cannot properly devote a dis- 
proportionate amount of time to any 
one product or to any limited line. 
Even more important is the fact that 
elimination of one or more distributive 
steps between the manufacturer and the 
consumer increases by so much the pos- 
sibility of contact with the consumer and 
provides closer contact with buyers and 
a direct means of establishing and main- 
taining their good-will. However, the 
branch organization will usually en- 
counter opposition where a definite 
attempt is made to supplant one or 
more of the additional types of dis- 
tributors. The jobber or dealer feels 
that his position is threatened and that 
the manufacturer is usurping his func- 
tions, perhaps preparing the way to his 
elimination from the field of distribu- 
tion. Various measures have been 
adopted to meet this opposition. It is 
generally known by the trade that the 
wholesale branches of one manufac- 
turer of valves and pipe fittings are 
treated no differently than independent 
wholesalers; thus in competition with 
the manufacturer’s branches, the inde- 
pendent firms are placed at no disad- 
vantage. A large shoe manufacturer 
purchased several wholesale shoe firms 
in cities where he desired to establish 
wholesale branches. The opposition of 
middlemen must be taken into account 
by the executive, both in determining 
his policy with reference to the estab- 
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lishment of branches and in determining 
the policies which shall govern branches 
after their establishment. 

The establishment of the branch may 
be justified from the viewpoint of the 
executive when the requirements of the 
customers in a territory clearly demand 
more prompt or more economical de- 
livery than can be afforded by shipment 
from the plant. The rendition of such 
delivery service calls, first of all, for 
warehousing and shipping facilities at 
other localities than at the manufactur- 
ing plant, but such warehousing and 
shipping branches, if under the direc- 
tion and control of the concern, become 
very convenient points at which the 
functions of supervision of the sales 
force may be performed. The main- 
tenance of stocks at other points than 
at the central warehouse and the main- 
tenance of a system of branches which 
carry stock are not infrequently favored 
by the manufacturer, because thereby he 
can be assured that advertising, spread 
over a wide area, will not fail to bring 
results because of the absence or inade- 
quacy of supply of the product. Even 
where wholesalers or retailers are used, 
the establishment of warehouses and 
sales branches at convenient strategic 
points may be necessary to satisfy the 
peculiar requirements of particular 
classes of distributors, whose buying 
habits may lead to their being frequently 
out of stock. There may also be an 
advantage in shipping to branch points 
in car-lots. Savings in freight costs may 
be effected thereby if the average buyer 
does not purchase in lots sufficient to 
take advantage of the most economical 
rates. 

The establishment of the branch sys- 
tem may furthermore be justified when 
expert service is necessary for the instal- 
lation, maintenance, or repair of a 
product. From the viewpoint of the 
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sales department, such service may be 
necessary to keep the product sold, to 
keep it giving satisfactory service, s 
as to maintain or increase such good. 
will as already exists. However, jt 
should be clear that dealers who may 
be selling their product cannot or wil 
not render such service in a satisfactory 
manner. Exclusive dealers handling 
particular lines of complex products, 
such as automobiles, may be expected to 
and frequently do render the service 
which is necessary; but when the dealer 
possesses no exclusive rights, and jn 
many cases even though he does, he 
will not be willing to afford the time or 
energy to render the service needed un. 
less he is paid very liberally for it. 
However important these considera. 
tions may appear to the executive, the 
benefits of branch organization cannot be 
secured except at the cost of assuming 
financial obligations, risks, and expenses 
which may absorb not only the profits 
of the branch organization but also, on 
occasion, much more. The provision of 
increased capital and the assumption of 
additional expense are bound up with 
the extension of branch organization, 
unless by means of a graded scale of 
commission payments to the various 
members of the field sales force the 
burden of maintaining field offices, 
equipment, and personnel is shifted 
Capital requirements may be increased 
because buildings and equipment must 
often be furnished for field organiza- 
tion. Working capital requirements are 
increased by the amounts required to 
carry inventories at branches or at other 
points for delivery to buyers. A dozen 
stocks of merchandise maintained at 
various branches for the purpose of 
affording prompt delivery of all the 
items in a line will tie up much more 
capital than a single stock required for 
the transaction of a volume of business 
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equal to that of ali the branches. Both 
by maintenance of stocks and the ex- 
rension of credit, the length of time 
which must elapse between the comple- 
ion of the process of manufacture and 
the receipt of cash for goods sold is 
‘ncreased. The extension of credit to 
buyers by the branch wherever branches 
supplant distributors, increases greatly 
the amount of capital required to con- 
duct the business and involves added 
risk of loss. The difficulty of extending 
credit to retailers has deterred more 
manufacturers from direct sale to retail- 
ers than any other difficulty. In the 
third piace, the amount of working 
capital required is augmented by the in- 
creased expense account which must be 
assumed—rent, salaries, wages, and 
drawing accounts—and increased ad- 
ministrative expense. Because the sales- 
men of a manufacturing concern will 
usually carry a single and limited line as 
compared to the salesmen of the whole- 
saler, salesforce expense in manufactur- 


ers’ branch organizations is usually 
heavier than in wholesale enterprises. 
Even more important than the finan- 
cial burdens and risks assumed in the 
development of a system of branches 
are the difficulties of management. 
[here is the difficulty of securing ca- 


pable branch personnel. In most con- 
cerns the type of branch manager who 
is most successful is the type of man 
who would be successful if in business 
for himself. The training of branch 
personnel presents many problems. 
More difficult than the ascertainment 
of the factors involved in the adoption 
of a branch policy is the quantitative 
measurement of those factors so as to 
determine whether the branch system 
as a whole, or whether . individual 
branches will be directly or indirectly 
profitable undertakings. Whether the 
sales volume will be increased or main- 
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tained is a question whose answer many 
executives seek to find in the examina- 
tion of past sales. By some, large sales 
are regarded as favorable to the estab- 
lishment of a branch whether to supple- 
ment or to supplant present distribu- 
tors. By others, relatively large sales 
in a territory are taken to indicate a 
satisfactory condition of affairs leading 
to the conclusion that the branch is not 
needed, at least for the purposes of ag- 
gressive selling. The two viewpoints 
are not antagonistic, if we understand 
that sales are to be considered as large 
or small in their relationship to indi- 
vidual territories. Thus, a small abso- 
lute volume of sales in a poor territory 
might indicate a much more satisfactory 
condition to the sales executive than a 
larger volume in a much richer terri- 
tory. Conservatism is needed in ana- 
lyzing the possibilities of a territory if 
branches are contemplated. 

Once it has been decided to establish 
branches, the considerations influencing 
the number and location are less con- 
flicting than those affecting location and 
size of sales headquarters. It is clear 
that the number of branches to be 
established should be no greater than is 
absolutely necessary for the accomplish- 
ments of the defensible purposes of 
branch organization. Neither should 
branches ordinarily be established until 
there is ground for belief that within a 
reasonably short period they will prove 
sources of profit rather than of deficits. 
However, in some cases the mainte- 
nance of unprofitable branches may be 
justified on the ground that they in- 
crease the prestige of the concern more 
than in proportion to the losses incurred. 
In other cases the influence of competi- 
tion is such that the company dares not 
find itself without strong representation 
in particular markets, even though that 
representation is not directly profitable. 





S an executive of a steel company, 
A I commonly heard the short- 
comings of the industrial worker 
explained by reference to the “‘economic 
man,” that hypothetical person to whom 
nothing is supposed to appeal “unless 
it’s in his pay envelope.” When later I 
worked and lived among the laborers of 
both America and Europe, it was an 
immense surprise to find my compan- 
ions using exactly this same “pay-en- 
velope theory” to explain the shortcom- 
ings of their employers! 

Manifestly, something must _ be 
wrong with any explanation of human 
behavior which, while so universally ac- 
cepted as a motive for others, is with 
equal universality refused for one’s self. 
A very considerable part of the bitter- 
ness of the so-called Labor and Capital 
dispute undoubtedly follows from the 
effort on the part of each group to make 
this theory account for the shortcom- 
ings of the other. For, unfortunately, 
the failure of the theory to explain any 
particular field of experience in connec- 
tion with a group of persons results in 
the abandonment, not of the theory, but 
of all belief in the group’s innate 
humanness and susceptibility to any fair 
or logical appeal. The trouble is, of 
course, that the capitalist or the man- 
ager, as well as the worker, tends to 
check up his people by his theory, in- 
stead of checking up his theory by his 
people. 

Fortunately, the present time sees a 
heightened interest in the search for 
a new hypothesis which shall find in our 
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common nature as humans some com. 
mon factor to explain the bristling points 
of our differences in the industrial or 
other fields, and at the same time fur. 
nish, in the shape of some equally funda. 
mental human resemblance or unity, a 
means of their overcoming. 

Thus, the philosophers have recently 
been discussing the so-called “instinct 
theory.”” According to this, in the 
words of Carleton H. Parker, everyone 
of us is “born into this world accom- 
panied by a rich psychical disposition 
which furnishes him ready-made all his 
motives of conduct, economic or waste- 
ful, moral or depraved. . . . He can 
show a demand for nothing that is not 
prompted by this galaxy of instincts.” 
“Take away these instinctive disposi- 
tions with their powerful impulses,” ac- 
cording to Professor William McDoug- 
all, of Harvard, “and the human 
organization would become incapable 
of activity of any kind—like a wonder- 
ful clockwork whose mainspring had 
been removed.” 

Admittedly, we shall never get away 
from the reach of such inborn tenden- 
cies as are thought of in connection with 
hunger, sex, fear, anger, etc., implanted 
as they are so deep within our physio- 
logical equipment, and functioning 5° 
largely for the purpose of our physio- 
logical preservation. Admittedly, too, 
these ancient reaction-tendencies have 
their more modern and social masks by 
which they aim to exert their force upon 
us in the more complex relationships of 
to-day. But more and more we are 
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finding that these instincts present to-us 
not so much an explanation as a mere 
catalogue of certain well-worn chan- 
nels of our response to a long-estab- 
lished environment. Their very number 
and diversity, indeed, call for some 
common denominator by which they 
may be codrdinated so that the disturb- 
ing force of, say, “revolt at confine- 
ment” can be compared with the stabil- 
izing influence of, for instance, “love of 
home.” Without such a common ele- 
ment, surely, such a list of behavior 
channels gives little or no assistance to 
the modern business executive, charged 


as he is with the responsibility of exer- | 


cising his influence and his leadership 
upon the daily doings of the members of 
his organization. 

In line with recent thinking, such a 
unifying factor is likely to be more com- 
plex than could have been imagined be- 
fore we came to realize how great a 
part in the direction of our lives is 
played by the forces which lie deep in 
the obscurities of our subconscious 
thought and feeling. It is conceivable, 
therefore, that there can be no concise 
statement which can be made universal 
and all-inclusive. That should not 
deter us, however, from attempting 
some simple definition of our human 
mainsprings if that definition can be 
found to serve a useful function in sim- 
plifying the modern executive’s respon- 
sibility for securing and directing the 
energies of his co-workers. 

As tending to embody the desired 
common factor in a list of instincts, and 
as a substitute for the pay-envelope 
theory, I submit for the consideration of 
anyone charged with the duty of human 
influence the following: 

f In organized society to-day the 
wheels” of each of us are turned by 
the mainspring of our desire to enjoy 
the feeling of our worth as a person 
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among other persons, that individual 
feeling requiring always for its fullest 
satisfaction the utmost possible substan- 
tiation at the hands of some particular 
group whose approval happens, at the 
moment, to appear especially desirable 
and pertinent. 

The material nature which abhors a 
vacuum—whether it be ethereal space 
or empty stomach—is to-day less trou- 
blesome in its requirements than is the 
“human nature” of our organized so- 
ciety by virtue of which we abhor the 
spiritual cipher-—the one who in reality 
does not count one. To each of us to- 
day, the most important thing in all the 
living of our lives is the message of the 
meter which registers the distance we 
have achieved away from the hateful 
zero of insignificance among our fel- 
lows. If that were all, then selfishness 
might have its way. But just because 
this distance is so vital to our happiness, 
we dare not trust the reading of the 
dial to our own eyes: somehow, some- 
where, in the eyes of the few or the 
many, our findings must secure the back- 
ing of a body of less prejudiced wit- 
nesses. 

I 


The moment we come to prefer the 
substantiation of one kind or group of 
witnesses to another, that moment we 
start towards establishing the precise 
direction and orbit of our planetary 
career in the social universe about us. 

To understand the doings or misdo- 
ings of our fellows—or to exert any 
leadership upon them—is, therefore, to 
see in them merely the resultants of the 
interplay of these two forces—first, the 
thrust of this master wish for individual 
worth working its way out through the 
spaces of our present-day social firma- 
ment according to the restrictive pushes 
or the compelling pulls of the second 
force—the approvals and disapprovals 
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of the chosen “‘set”’ and of the multitude 
of the other less closely related sets 
around us. 

To-day the majority of us find our- 
selves in such contact with the general 
public that we are likely to accept as 
final for us the measurement of the par- 
ticular tape-line which that public, 
rather than any smaller and probably 
more discerning group, currently em- 
ploys. Here in the United States that 
is apt to mean the pursuit of one thing 
—wealth. For, at the present time at 
least, the dollar furnishes the yardstick 
by which the great body of our fellow- 
citizens habitually endeavors to deter- 
mine the exact degree of any one mem- 
ber’s accomplishment. What is to be 
noted is that the social value thus given 
to money is due to its ability to purchase 
not goods but esteem—to its high sanc- 
tion as a well-adapted measure of per- 
sonal and social achievement. That 
this sanction-value is not necessarily 
permanent was demonstrated in the 
summer of 1917, when the dollar meas- 
ure suddenly gave way to the chevrons, 
bars, and eagles because of their ability 
to demonstrate the distance traveled by 
their wearer from the comparative in- 
significance of the “rookie.” 

Besides being far from permanent, 
this sanction-value of money is also far 
from being universal in its application. 
To-day in South America, the civilized 
majority uses the money measure with 
what strikes us as extreme carelessness. 
The business man there takes days of 
leisurely lunching and dining with the 
aggressive young salesman from North 
America, not because time or money is 
of no value, but in order to make sure 
that the final business dealing will be 

between gentlemen. Pecuniary profit, 
that is, counts less in the reading of the 
South American gentleman’s public 
honor-rating than does the maintenance 
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of his inherited social preéminence as , 
person of outstanding birth and estab. 
lished culture. The visiting salesman’s 
problem is, therefore, merely to make 
it evident that under his guidance there 
need be no conflict between the two. 

The heads of certain New York 
bond-houses report that exactly the 
same is true in the case of many pos. 
sessors of inherited wealth and culture 
in Boston, Philadelphia, and others of 
our older cities. Similarly, anyone con. 
nected with the maintenance of philan. 
thropic or social work is sure to make 
this surprising discovery: that the phil. 
anthropic spirit has less to do with 
finance than with feeling—that a man 
is as rich, and so as generous, as he 
happens to feel. And how he feels de. 
pends mainly upon the same factor that 
influences the South American mer- 
chant; namely, his standing with those 
who move in his own particular set and 
circle. 

The incessant urge of this desire for 
the satisfaction among our fellows, not 
so much of preéminence as of equality— 
of the avoidance of net inferiority— 
accounts not only for many of our do- 
ings but even more especially for what 
are termed our misdoings. If the indis- 
pensable substantiation of our own in- 
dividual sense of satisfaction cannot be 
found in virtuous and decent actuality, 
then it is fairly sure to be sought in 
crime, indecency, or illusion. 

To be a person—whether rich or 
poor, sane or insane, sober or intoxi- 
cated, virtuous or vicious—is to wish 
to feel one’s self a full-functioning per- 
son among other persons. This, I sub- 
mit, is more nearly than any other the 
master-motive of each of us to-day, and 
any understanding and any wise direc- 
tion of modern human action must, to 
be effective, proceed from a knowledge 
of it. Such a motive is something more 
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‘aclusive than what is ordinarily con- 
noted by “‘self-respect,”” because for one 
thing it is quite as dependent upon the 
opinion of others as of one’s self. 


I] 


In determining the results of action 
founded upon this underlying motive, 
‘t is of the utmost importance to note 
that this measuring of our worth in 
comparison with others is accomplished 
by, not our thinking, but our feeling— 
and that this feeling follows from the 
ceaseless compounding of current sen- 
sation and sentiment as well as sense. 
Through the door of our feelings, thus, 
the whole of our physical as well as our 
mental and spiritual environment walks 
in upon us for determining all those at- 
titudes which in turn determine our 
actions. The very continuance of life 
itself—the avoidance of the suicide’s 
grave—indicates our belief that some- 
where or somehow we are managing to 
save ourselves from having to admit 
our net inferiority in comparison with 
those about us. Not one of us but 
knows in the secret places of his heart 
that, in this sector and that of the West- 
ern Front of his contacts with others, 
the line has been pierced. That only 
makes all the greater the necessity, the 
uttermost necessity, of finding some 
other sector for staging a _break- 
through—a soul-saving, because a soul- 
justifying, break-through. 

I submit that nothing is more nilled 
with meaning for the modern leader, 
whether in industry or elsewhere, than 
this: Under normal conditions, prac- 
tically all of us in America, from top 
to bottom, from rich to poor, endeavor 
irst of all to direct all the energies of 
our souls toward locating this indis- 
pensable ‘‘break-through” on the sector 
of our work—our job. It is impossible 
to explain this by reference merely to 
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the dollar and its measurements. Those 
endless hours of the worker’s talk about 
self-importances through work — im- 
portances which finally end in giving 
this job a higher place than that in the 
hierarchy of labor—keep dollars and 
cents in mind, to be sure. But besides 
the differences of pennies per hour, 
there are endless others which follow 
from the work’s comparative demands 
or opportunities for skill, care, courage, 
muscle, manliness, and general worth. 
Trouble comes only when, for one rea- 
son or another, the penny differences 
and the prestige differences get too far 
out of line with each other. 

It is completely impossible to get 
close to the heart of the labor problem, 
until we understand that truth which 
every worker not only knows but lives 
by: namely, that in the working world 
every man earns his right to think well 
of himself as a person among other per- 
sons, and establishes his own and his 
family’s standing and social rating in 
his community, less by the earning 
power than by the nature and the im- 
portance of his job. 

So the mill-wright gang in the steel- 
plant takes itself enormously more seri- 
ously than does the labor gang, even 
though the money difference is slight. 
So, too, in Wales, the wife of the head 
mechanic habitually called her husband, 
“The Boss.” The reason, of course, 
was that the term served to designate 
not only her man’s job but also her pos- 
session of the social leadership of the 
community which went with it. At the 
bottom of the Welsh mine-town’s social 
structure stands the repairer, because 
his job is least important. Above him 
in the social, because in the industrial, 
scale comes the mechanic with his 
greater skill in establishing the proper 
level of the rails. Above him, in turn, 
though with practically no increase in 
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wage, comes the haulier, with his heavy 
responsibility for the lives of the score 
or two of expensive draught horses. 
Above him, in turn—and so above his 
wife and children—stands, with his 
family the real getter of coal “at the 
face’”’ of the seam, the collier! 


This is not strange. Few of us but 
realize that the tangible and more or 
less measurable accomplishments of our 
working day constitute an_ infinitely 
safer and more reliable platform for 
supporting our standing in the minds 
of both ourselves and our community 
than is afforded by either the sum of 
our possessions or the intensity of our 
ideas or ideals. But most of us fail to 
understand that every one of our fel- 
low citizens is exactly like us in thus 
wishing to do his daily uttermost to 
justify his right not so much to three 
meals a day as to his belief in his worth 
as a man among men, by the inescap- 
able demonstration of his worth as a 
workman among workmen! 


This vital connection between job 


status and social status means, of 
course, that the problem of effective re- 
lations with the worker inside the fac- 
tory cannot be successfully separated 
from the whole problem of general 
social relations outside. So the fore- 
man is only the first of that long line 
of managers, stockholders, consumers 
and citizens who finally determine the 
social as well as the industrial useful- 
ness and value of the work and there- 
fore the social as well as the industrial 
value of the worker. But how far the 
factory boss or gang leader and his par- 
ticular measurements are likely to fig- 
ure in the worker’s whole thought about 
himself is indicated, partly at least, by 
mere arithmetic. Since his working 
hours constitute the larger proportion 
of his waking hours, it is in those hours 


that he has the greatest Opportunity to 
win the recognition of his fellows. 
Arithmetic is not all. Another rea. 
son the job serves so well as the marker 
of our progress is that it indicates , 
measurement of our capacities and abil. 
ties at the hands not of ourselves byt 
of others—and others who are presum. 
ably not prejudiced. So it is not mere 
chance that work comes thus to offer 
definite pledge of social as well as eco. 
nomic satisfactions in return for the 
energies of mind or body. Just as in 
France or the old Germany a distin. 
guished citizen is seldom mentioned 
without his full title as a government 
functionary, so with us here the busi- 
ness man or the worker is referred to 
with the title of his job as vice-president 
of the Standard Manufacturing Com. 
pany, the head of the shipping rox at 
the cannery, or the blacksmith at the 
K. & O. shops. Not one of us but 
knows that no success in any other line 
can quite offset the evil—the social ca- 
tastrophe—of failure in the accepted 
task. If necessary, all the resources of 
our entire front must be sacrificed in 
the effort to make an imposing stand 
there in the vital sector of the job. It 
is only one of the prices we pay for the 
liberties as well as the limitations of 
living in a land where the question, 
“Who is he?” is known to mean, 
“What does he do? What is his job?” 
But if we have done so much thus 
both outside and inside the shop to or- 
ganize our approvals on behalf of the 
doer of work, why is it that such huge 
bodies of men at all stages in industry 
join in that advice which is so generally 
heard within the working world: that 
the worker should use only the min: 
mum of energy and effort at his jo): 
Again the answer is to be found by ref- 
erence to the effect of feelings of work- 
men upon their attitude and actions. 
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Large groups of men to-day join in de- 
ciding upon their present or their fu- 
ture doings, not upon the facts as these 
exist in statistical tables or as they are 
stated by the management, but upon the 
facts of their own experience—facts as 
they have been lived and felt. Thus, 
over-long hours, undue heat or cold, 
needless danger of accident or poison, 
and many other similar conditions of 
work, tend toward costly loafing be- 
cause they whisper to the worker’s feel- 
ings that his physical as well as his 
social self-preservation requires holding 
onto every mite of energy not forced 


‘from him. If, off the job also, the con- 


ditions of living counsel the same say- 
ing of physical effort, all the appeal and 
the approval of the foreman and of the 
whole community behind him begin to 
encounter all the hardened crust of in- 
difference built up by those automatic 
efforts at self-protection—and so to go 
by the board. In more than a few min- 
ing towns of both America and France 
all the social as well as the industrial 
relationships and appeals appeared ren- 
dered largely fruitless simply for the 
lack of some miles of water pipe! 

What is less generally manifest but 
equally significant is this: that within 
the shop, poor tools by failing to help 
to the hoped-for achievement of results, 
constitute a tremendous barrier to that 
exchange of physical or mental energy 
for proportionate social respect and 
standing which is ordinarily called 
work. Poor tools also lead definitely 
to all those distorted attitudes and all 
those automatic “protective colora- 
tions” which follow upon the heels of 
fatigue. It is hardly proper to say that 
weariness is the result of a certain 
amount of effort; for all practical pur- 
Poses it is the result of a disproportion 
—a disappointing disproportion—be- 
tween giving and getting, between ef- 
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fort and result. I know that many 
careless workers mistreat good tools be- 
cause they do not realize—often be- 
cause no one has told them—how much 
money they have cost. But I also know 
that literally tens of thousands of good 
workers get their first shock of distrust 
for their employer’s announced ideals 
of production and efficiency by observ- 
ing his amazing failure to appreciate 
tools and their value to the worker’s 
spirit as well as to his physical condi- 
tion and output. 


HI 


But the chief obstacles to the satis- 
factions of diligence come not so much 
from the physical as from the spiritual 
part of the environment—though our 
feelings make it all but impossible to 
distinguish between the two. It has to 
be confessed that we have not yet been 
able to stage anything like the proper 
setting for the hoped-for break-through 
in these persons who compose that first 
line of the industrial defense—I mean 
the foreman, the plant policeman, and 
the paymaster. For entirely too many 
workers, actual experience with these 
serves only to demonstrate that there is 
only one way in which to save their 
“face”: namely, to harden their sensi- 
bilities to the uttermost. 

But rough handling is only part of 
many foremen’s larger failure to give 
the worker a greater share of the satis- 
faction of doing his own job under his 
own steam. One reason why there are 
150,000 more miners in our coal towns 
that can be fully occupied is that the 
miner’s work can, in the nature of 
things, be given only a minimum of 
supervision, and so permits a maximum 
satisfaction because of a maximum of 
personal responsibility and freedom. 

To correct this evil of “hogging’’ the 
job and its spiritual rewards it is neces- 
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sary to do much more than merely to 
put the foreman into a class on the tech- 
nique of handling men. Generally the 
management will do better to inquire 
into the conditions which are likely to 
cause this hurtful practice. All too 
often, the reason is that the foreman 
has to steal these satisfactions from his 
workers simply because somebody 
above him is stealing them away from 
him. According to our theory, a man 
will either throw up his work and seek 
elsewhere, or he will do his uttermost 
to get enough of the means towards the 
sense of his worth as to “make it a 
job.” Often enough, in turn, the man 
above the various foremen is stealing 
away their satisfactions simply because 
the superintendent is stealing them 
from him—and so on up the line. 

But it is not strange if management 
from top to bottom finds it difficult con- 
tinuously to give that measure of satis- 
faction in terms of self-worth, which, 
according to our thesis, is required in 
order to secure the maximum of work. 
As long as it is our feelings that com- 
pute our status and position from mo- 
ment to moment, the problem will re- 
main sufficiently complex, for in our 
ceaseless reckoning of our spiritual and 
social latitude and longitude, these feel- 
ings have no choice but to accept the 
testimony of muscle as well as mind, of 
sinew as well as spirit. But besides all 
the intricate and unstable delicacy and 
sensitiveness which this implies, the 
reckoning must everlastingly accept the 
complications of relativity! In order to 
measure our distance and direction 
across the line of mediocrity, we have 
to compare ourselves with something or 
somebody—with some “system of co- 
ordinates,” as Einstein would put it. 
First, we are in the habit of measuring 
our own present alongside of our past. 
In addition, we are sure to measure our 
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general movement and position along. 
side that of the particular group we 
have chosen as our own. That group 
itself is, of course, moving. It is moy. 
ing, furthermore, in an orbit rendered 
difficult of charting because it is itself 
determining its position in comparison 
with still other groups, every one of 
which is itself in motion! 

No wonder that superintendents and 
managers of every description have vir. 
tually thrown up their hands in dismay 
in these recent days! From the com. 
mencement of the Great War the move. 
ment of groups in strange directions has 
been too rapid to permit satisfactory 
correlation without immense social com. 
motion. In thousands of towns, for in- 
stance, the urgent demand for muni- 
tions permitted unskilled laborers sud- 
denly to obtain huge earnings from 
fool-proof machines and so to provide 
their families with luxuries to the cha- 
grin of the machinists, the hitherto ac- 
knowledged social leaders by virtue of 
their years of training in skill and re- 
sponsibility. 

The Industrial Workers of the 
World believe that all these job distinc- 
tions are undemocratic and wrong. For 
the rest of us these represent our efforts 
to provide the motive power of prog- 
ress by building up for the doer of use- 
ful work a proportionate amount of 
satisfaction and recognition. We must 
think seriously before our failure 
rightly and justly to use it persuades us 
to abandon it. 


IV 


But all these failures and obstacles in 
the shape of the job’s physical and spir- 
itual conditions have slight effect upon 
the worker’s attitude towards society s 
promises in comparison with one thing 
—the absence of the job itself. The 
irregularity of the opportunity to work 
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_this is the great barrier of our mod- 
ern times to the worker’s “turning him- 
self loose” in his effort at the maximum 
rewards of diligence. 

It may be asked why this experience 
of joblessness is taken so much to heart, 
since most workers probably possess the 
opportunity for remunerative work 
most of the time. The huge im- 
portance of the intensity rather than the 
time-duration of our emotions and, so, 
of our experience—does not this supply 
the answer? A few days of the low- 
ered eyes and sunken chest that go with 
the poverty-stricken search for work 
are enough to furnish a fervency of 
misery that will outlast years of com- 
parative prosperity. ‘To imagine that 
this misery can be driven away by the 
ministrations of the bread-line and the 
soup-kitchen is to forget completely the 
effectiveness of all those personal and 
social satisfactions and rewards which 
have been promised the useful doer. 
In the nature of the case, the with- 
drawal of these in the days of jobless- 
ness is bound to produce a condition 
nothing short of tragedy—tragedy that 
does not fail to give to all the thought 
of future years a permanently gray and 
ragged edge of fear. 

_It is such obstacles as these that con- 
vince huge groups of workers, with the 
extraordinary conviction of highly emo- 
tional and therefore supremely power- 
ful experience, that the modern indus- 
trial sector is too difficult—that the 
Promises of social and spiritual recog- 
nition in proportion to work done are 
unreliable. Whether genuinely justified 
or not, the conviction produces the same 
strategy as when Generalissimo Foch 
became persuaded that this sector or 
that successfully resisted his efforts. 
Leaving behind him just enough of his 
interest and attention to hold the line 
—to keep from being “fired’”—the 
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worker takes the reserves of his energy 
and aspiration and seeks at some other 
point to secure the desired maximum 
satisfaction for maximum effort. 

With the help of a strong constitu- 
tion and a sense of humor, some 
workers can apply at the sector of their 
civic relationships an energy of body 
and brain sufficient to make them 
leaders—probably radical leaders, if 
these talents have failed to bring them 
due responsibility or standing where 
they want it most—on the job. Tens of 
thousands of workers, of the holders 
of the poorer jobs, it must be admitted 
sadly, enter the final sector of their per- 
sonal and miscellaneous off-the-job re- 
lationships with a sense of defeat— 
exhausted physically, p-zrhaps, but 
ready to devote the full thrust of their 
unsatisfied spiritual hunger for recogni- 
tion to a last, desperate effort, in the 
realm of their personal relations—with 
the help of profanity, alcohol, or vice. 
Too long the philosophers have over- 
looked the effects of the back-fire from 
men’s work upon men’s lives. 

Neither in work nor elsewhere do 
men desire to follow the line of least 
resistance: rather do they wish to pur- 
sue the line which is found unfailingly 
to furnish the maximum satisfaction of 
their wish for worth per unit of effort 
expended. Too long we have thought 
of work as a curse. The truth is that 
everyone of us plays a part in making 
it whatever it is; it becomes a curse 
only when we withhold from the per- 
former of any useful service our pro- 
portionate economic and social recog- 
nition. Because we have so long failed 
to see men’s wish for worth through 
work, we have failed too often to keep 
our promises of reward. Indeed, we 
have too generally based our whole pro- 
gram of the management of our indus- 
trial personnel less upon the hope of re- 
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ward than upon the fear of punishment. 
That fear is the fear of discharge—the 
fear of joblessness and all of those at- 
tendant stigmas and miseries which not 
management but society has erected. 


In education, religion, and salesman- 
ship we have learned to dispense with 
fear as a motive. We have found by 
experience that the certainty of reward, 
recognition, and satisfaction—the dem- 
onstrated certainty—gets better results 
than the possibility of punishment. in 
this world or the next. Industry must 


learn the same, if it is ever to retrieve 
for itself and society that huge per cent 
of man’s potential energies which now 
goes unapplied or, worse, misapplied. 


Change from a punishment economy 
to a reward economy will not require, 
I believe, any radical change of our eco- 
nomic system. But it will require an 


enormously more efficient industrial a4. 
ministration than now generally exists 
Such management must think of jt 
problem as a problem not of contro} 
but of leadership. 

What that involves there is no space 
here to suggest. But for one thing it 
is, perhaps, not too much to say that the 
new schools of business administration 
can well be of strategic assistance to 
the life as well as to the work of the 
nation, because of their opportunity to 
stress this phase of the responsibility 
of the modern executive. As a prim. 
ary determiner of work and work con. 
ditions, he can hardly be reminded too 
often of his inescapable possibilities 
for evil or for good. Upon him rests 
the responsibility also for the social and 
the spiritual structure which men every- 
where yearn to rear upon the founda. 
tions of their jobs. 
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MEASURING THE PERFORMANCE OF THE 
PRODUCTION DEPARTMENT 


By HENRY H. FARQUHAR 


HERE are three “yardsticks” 
- for which a need is constantly 
felt in industry. These are: 
1. For measuring the work of an 
individual. 
2. For measuring the work of a 
department. 
3. For measuring the work of 
the establishment as a whole. 


Progress implies measurement and 
comparison, and these necessitate some 
sort of standard by which relative effi- 
ciencies may be determined from time to 
time. Most of the gauges by which the 
manager seeks to determine the effect- 
iveness of performance not only fail to 
give him what he believes he is getting, 
but are actually misleading and often- 


‘One case in point may be mentioned. The 
manager of this plant had been accustomed, in 
accordance with a system installed by a cest 
accountant, to measure the ability of one of his 
production superintendents by the amount which 
actual total cost varied above or below a prede- 
termined “standard” cost. The standard was com- 
posed of a standard or uniform price of materials, 
of the going rate of wages times the length of 
time necessary for processing operations, and of 
the amount of “burden” (fixed charges, super- 
vision, repairs, supplies, etc.) which was normally 
considered sufficient for operation under the par- 
ticular conditions at ithe time. Against these 
standards were put the actual costs incurred for 
these purposes. Within one week the following 
took place: A new superintendent was hired at 
a beginning wage less than his predecessor’s; two 
few machines requiring considerable additional 
power were put into use which eliminated several 
Previous operations; five expert machinists left 
and were replaced at lower wages by men less 
expert, and several men had to be sent home Fri- 
day afternoon, with pay for time lost, because 
no work was available for them due to the deliv- 
pad of materials not up to specifications and unfit 

Processing. The previous “Standards” for 


‘ments which are not 


times unjust. One had much better 
place reliance on mature judgment in 
such matters than lean on a measure 
which is deceptive. The methods most 
frequently used all have one fault in 
common: the fact that the very basis of 
the yardstick itself is composed of ele- 
invariable but 
which constantly change with changing 
business conditions.? 

Since efficiency itself is entirely a 
relative matter, however, it is not sur- 
prising that even with the constant effort 
to better manufacturing methods there 
should be little agreement as to the best 


basis for constructing a yardstick for 
any one of these three purposes.” It is 
the purpose of this study to show why 


supervision, machine and hand operations and 
rates, direct labor costs, and material costs were 
thereby thrown out of joint and made useless as 
a basis of comparison with actual costs. Similar 
instances might be mentioned for most of the other 
bases which are commented upon in the next few 
topics. 


2 Benedict, H. G., Performance Ratings for Sal- 
aried Executives. Bulletin of Taylor Society, Au- 
gust, 1922. 

Cooke, M. L., Industrial Management, January, 
1919, and Farnham, D. T., Ibid., March, 1919. 

Dunn, W. E., “Measuring Executive Ability,” 
Industrial Management, May, 1922. 

Gantt, H. L., Measuring Efficiency, American 
Society Mechanical Engineers, Paper No. 1444. 

Gantt, H. L., Productive Capacity as a Meas- 
ure of Value of an Industrial Property, Transac- 
tions of the American Society of Mechanical En- 
gineers, 1916. 

Harrison, G. C., Cost Accounting to Aid Pro- 
duction, Engineering Magazine Company, New 
York City, 1921. 

Shelton, H. W., “Mutual Rating,” Bulletin of 
Taylor Society, Vol. V, No. 2, April, 1920. 
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some of these current bases are unsat- 
isfactory, and to indicate the funda- 
mental necessity of standard times 
based upon standardized working con- 
ditions as a basis of production meas- 
urement. 

This problem of measurement is 
somewhat more complex than might ap- 
pear on the surface. Although perfec- 
tion in the work of the individual makes 
for perfection in the department and the 
resultant efficiency of the departments 
constitutes the efficiency of the whole 
plant, yet the elements entering into the 
determination of the efficiency in each of 
these cases vary so widely, and are so 
interdependent, that it is necessary to 
consider each on its own basis. No 
general formula for measuring per- 
formance can be applicable alike to the 
individual, to the departments, and to 
the plant as a whole. When we attempt 
to measure any one of these we imme- 
diately encounter variables not wholly 
under its control. Since efficiency must 
always be expressed in relative terms, 
however, some standard in each case 
may usually be determined which serves 


$ Thus, an individual may be wholly useful 
though he give his entire time to the spending of 
money, and cannot therefore show a profit; or he 
may be wholly useful even though his contribution 
consist solely in his presence at a particular point 
at a particular time. On the contrary, an indi- 
vidual may be consistently busy at necessary work, 
yet very inefficiently producing. A department, 
correspondingly, may be useful or even necessary, 
and may operate efficiently, even though individ- 
ually it be conducted at a financial loss. The 
interrelation of departments is an important factor 
in determining the efficiency of any one depart- 
ment. For example, the Power Department in a 
certain plant may be working at 10o per cent 
efficiency so far as it is concerned, yet if the Pur- 
chasing Department were to furnish it with a 
better grade of coal, the Power Department would 
(still at roo per cent efficiency of internal opera- 
tion) produce cheaper power. The plant as a 
whole, to be considered efficient, must ordinarily 
produce a profit, and yet this profit (even a large 
one) may be produced in spite of inefficiency on 
the part of any one or more individuals or depart- 


as a basis for measuring performance. 
The problem is to get a measure which 
embodies all of these variables in the 
simplest yet most accurate fashion 
possible. i 
The measurement of plant perform. 
ance will be only incidentally considered 
in so far as the discussion of production 
department measurement may throw 
light on this problem; neither is consid. 
eration given the far more difficult 
question of comparing the relative 
effectiveness of different shops er 
plants. It is the intention in the present 
discussion to deal primarily with the 
measurement of the direct production 
departments of the typical manufactur. 
ing plant operating under given condi- 
tions with given methods, and to 
consider in this connection first the 
measurement of the individual and then 
the bearing this may have on the meas- 
urement of the manufacturing depart- 
ment as a whole. The degree of 
efficiency which might be attained under 
different conditions with other imple- 
ments and methods is obviously within 
the realm of speculation as to the future 


Conversely, the business as a whole may 
lose money through the inefficiency of one indi- 
vidual, even though every one of his fellows be 


ments. 


competent. As regards both total efficiency of any 
one plant, and relative efficiencies of different 
plants, we must usually get back as a final meas- 
ure to the balance sheet and profit and 
loss statement, though these by themselves 
are unsafe guides to follow because of their 
generality and historical nature. In passing, how- 
ever, the obvious facts should be pointed out that 
a monopoly, no matter how lax or costly its meth- 
ods, may pay big dividends; that an exceptionally 
capable sales force may produce a profit in spite 
of lax purchasing or costly production; and lastly 
that location, the control of patents, financial pol 
icy, the market, and a host of similar factors affect 
the frequency and amount of dividends. It * 
indeed still true that “There is no apparent rel 
tion in many, if not most cases, between good 
shop management and the success oF failure 
the company, many unsuccessful companies having 
good shop management while the reverse is (ue 
of many which pay large dividends.” Taylor 
Shop Management.. Par. 7. 
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MEASURING PERFORMANCE OF PRODUCTION DEPARTMENT 


rather than that of measurement of the 
present. What we need most of all and 
‘mmediately is to be able to judge ac- 
curately how such standards as may 
F exist at a particular time are being lived 
Sup to. Granted that we develop a 
proper yardstick for this purpose, the 
same measure should serve equally well 
upon the development of more severe 
standards of performance. 

It is, of course, necessary to revise 
standards with changing conditions; the 
basis of the standard, however, should 
be a permanent one and not subject to 
the constant upsets which most of the 
following methods in current use neces- 
sitate. 


Criticism of Current Methods of 
Measurement 


Tora, VOLUME oF OuTPUT—A lit- 
tle thought will show that this basis, not 
infrequently used, is the resultant not 
only of a fluctuating working force, but 
also of the activities of sales, of pur- 
chasing, and of other departments. The 
statement that output has increased, to 
be significant, must be supported by 
statistics showing number of operatives 
on the payroll, number of hours worked, 
whether there was plenty of work to be 
done, whether materials were supplied 
as needed, whether there were power 
troubles, and many other kinds of ex- 
planations. Total volume is an over-all 
figure at best, open to misinterpretation. 


Ourpur PER MAN PER Day—The 
customary measurements of output per 
man or per machine per unit of time are 
open to similar objections. A man may 
hrst produce seven pieces per hour at 
nly 80 per cent efficiency from the pro- 
fuction standpoint alone; he may later 
Produce only five identical pieces per 
‘our but at 100 per cent personal effi- 
ency; because in the latter case he had 
® overcome unfavorable conditions 
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caused by departments outside of pro- 
duction—such as purchasing, power, 
and so on. Unless such records are 
coupled with and measured by an easily 
adjusted standard performance under 
standard conditions, which they seldom 
are, they prove to be but a flexible and 
unsatisfactory yardstick. 


Ratio oF OVERHEAD TO TOTAL 
Cost—Ridiculous as it may seem, varia- 
tion in overhead rate above or below a 
predetermined percentage of cost is 
sometimes used to determine even 
profits. Thus, the “standard” may be 
fixed at 20 per cent; that is, the over- 
head is assumed to be 20 per cent of the 
total cost; if during the period this ratio 
is found to be 18 per cent, a 2 per cent 
profit is claimed; if it is 22 per cent, a 
2 per cent loss is charged up. Cost ac- 
counting is happily progressing beyond 
this stage. It is still distressingly com- 
mon, however, to find executives who 
attach undue weight to this ratio in and 
for itself, forgetting that by an increase 
in overhead expense the total cost per 
unit (through added control thereby se- 
cured) may actually be reduced. 

Thus, where labor, material, and 
overhead each forms one-third of the 
total expense, an increase of 3 per cent 
in one of these items (overhead, for 
control purposes), although it may look 
formidable in dollars and cents, in- 
creases the total expense but 1 per cent, 
which in the great majority of cases 
with any careful handling should be 
much more than offset by decreased 
overhead cost per unit due to the pro- 
duction of a greater volume over which 
that overhead is distributed, with even 
a strong probability of a decreased 
direct labor and material cost in addi- 
tion. Even were this cost reduction not 
accomplished, however, there might be 
other advantages gained, such as im- 
proved quality or more rapid turnover. 
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The ratio of overhead to total cost may 
serve as a danger signal under uniform 
conditions of operation by disclosing 
possible increases in unit cost due to 
causes which must, however, be inde- 
pendently investigated in each case. 


Ratio OF OVERHEAD TO DIRECT 
Lasor Cost—The value of the ratio 
between overhead cost and direct labor 
cost as a measure of production may be 
judged by considering that simply by 
doubling the wages of all our direct 
(‘‘productive”) workers willy-nilly, the 
overhead ratio must at once drop to 
one-half its previous percentage. This 
percentage likewise may be and usually 
is affected by the degree of uniformity 
with which the line is drawn at various 
times between “‘direct’’ and “indirect” 
(overhead) expense. And finally, our 
overhead ratio must increase tremen- 
dously immediately if we run out of 
work (due to lack of sales) or run out 
of materials (due to failure of purchas- 
ing) no matter how efficiently we pro- 
duce that which is actually asked of us. 
It will increase whenever a labor-saving 
machine or method is introduced or a 
foreman’s salary raised; conversely it 
will decrease whenever additional oper- 
atives are added under the same super- 
vision regardless of whether they are 
needed or not. However, reduction of 
the amount of direct labor through 
proper supervision would seem to be a 
step toward good management. If 
overhead ratio were significant as a 
measure, it might appear advisable to 
discharge all foremen and superintend- 
ents and let the shop run itself in order 
to keep the ratio down! 


Tue Use or MACHINES AND MEN 
—Charts showing periods of individual 
*See Gantt, H. L., Productive Capacity as a 


Measure of Value, Transactions of American So- 
ciety of Mechanical Engineers, 1916. 


machine and man work and idleness are 
undoubtedly admirable means by which 
to stimulate their more effective 
particularly when supplemented by an 
analysis of causes of idleness. Theis 
extension in practice should be widely 
encouraged. The fact that a man works 
five hours per day, however, in itself 
means little. If that man has satisfa. 
torily completed in five hours all the 
work laid out for him, he may have 
operated most satisfactorily from q 
processing standpoint; on the other 
hand, even though he had but this 
volume of work to do, if he took five 
hours when he should reasonably have 
taken but three and a-half hours, he 
has operated most unsatisfactorily. The 
same thing holds true in case we are 
dealing with machine activity instead of 
with that of.men. In other words, such 
records are frequently misleading and 
inconclusive, and therefore unsafe; if 
based on proper standards, and if prop- 
erly supplemented and properly inter- 
preted, they may constitute, if not a 
measure, at least an_ indication of 
efficiency.* 


Cost PER UNIT OF OUTPUT OR PER 
Process—It is not surprising that with 
the emphasis recently placed on cost 
systems the cost figure has come to be 
looked upon by many managers as the 
final authority in the measurement of 
industrial effectiveness. An analysis of 
the components of the cost figure may 
aid in an appraisal of its true value as 
an index to operating (production) 
efficiency.® 

Of the three factors composing total 
cost—direct labor, direct material, and 
overhead—a combination of the firs 
two, or prime cost, is perhaps mos 
often used as a standard by which it's 

5 As has been previously stated, efficiency cal 


not be claimed for the business as a whole unles 
the-balance sheet shows a satisfactory condition 
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assumed we stand or fall; direct labor 
cost is nearly as frequently used; direct 
material alone, of course, would be con- 
sidered serviceable in only very excep- 
tional circumstances which need not be 
discussed here; while the sum of all 
three elements, or total cost, is very fre- 
quently encountered. Total cost, of 
course, is valuable for the purpose of 
measuring production efficiency only 
in so far as its components are valuable. 
The proportion of total cost accounted 
for by overhead can have no more 
significance than the ratio of overhead 
already discussed. 

In considering prime cost it will be 
recognized at once that one of the ele- 
ments of which it is formed—material 
—is subject to fluctuations due to causes 
entirely unaffected by the degree of per- 
fection in manufacturing management 
proper. A good bargain on the part of 
the purchasing agent may sooner or 
later reflect itself in lessened prime or 
total cost, while a costly purchase may 
have the reverse effect; both such possi- 
ble effects, moreover, may be entirely 
neutralized and lost sight of through 
an increase or a decrease in the cost of 
either one of the other two factors— 
direct labor or overhead. It must be 
perfectly clear, therefore, that unless 
material be charged to cost at a pre- 
determined uniform standard rate 
rather than at actual cost, any figure 
(prime or total cost) comprising this 
item must be discarded as a measure for 
the purpose we are seeking. 

If materials be taken into cost at a 
standard figure, however, we obtain a 
prime cost index which will be service- 
able only so far as the other factor— 
direct labor—to be discussed is in itself 
a trustworthy guide. Aside from this 
consideration and the difficulty of de- 
‘ermining a prime cost standard, how- 
‘ver, we have in such cases thrown upon 
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us the considerable additional clerical 
labor and complication in our books due 
to the necessity of presenting this dupli- 
cation of figures—standard and actual. 
In addition to this disadvantage, as con- 
trasted with the use of a rigidly deter- 
mined standard of time to be discussed, 
we have finally a measure not only of 
very much less immediate and practical 
utility, but also one which, as offsetting 
the increase in clerical force (overhead) 
necessary to its operation, can claim for 
and in itself alone little of a really con- 
structive nature. 

There remains to be discussed here 
only direct labor cost. Obviously, 
where this forms but a small percentage 
of total cost, it can have only limited 
significance as an index. Under this or 
the reverse condition, however, there 
are other considerations which may lead 
us to question its serviceability. Very 
frequently an _ exceptional worker 
remains for a time at a starting wage 
lower than his fellows who are pro- 
ducing less output; in any _ event, 
because of his high production, direct 
labor cost shows a decrease. The 
balance of the shop ma’ neanwhile be 
producing no more efficiently than be- 
fore he came. On the other hand, when 
an exceptional worker leaves, average 
direct labor cost must increase. 

Consider another case. During the 
period in which our standard cost was 
determined, our material, say lumber, 
was of a comparatively uniform nature 
and easily worked. During the next two 
weeks we were forced to process more 
difficult material and our direct labor 
cost immediately increased. Under this 
condition the skop worked as efficiently 
as ever, even though it took longer to 
do the work. The increased cost was 
due to a condition not reflected in the 
cost itself, making it necessary to sup- 
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plement the cost statement by certain 
statistical information. Or, in the case 
above, the additional difficulty of work- 
ing the material may be offset in the cost 
figure through less careful processing, 
resulting in a product not wholly up to 
standard. 


Again, wages may rise or fall during 
any given cost period. Additional 
wage-rate statistics then become neces- 
sary. Power supply may vary—the 
cost figure must be supplemented by an 
attempt to weigh the effect of this vari- 
ation; tools may be in improper condi- 
tion—again statistics are called for. 
The sales department may fail to keep 
the shop supplied with work, or the 
purchasing department with materials 
—either fact reacts detrimentally on 
direct labor costs, and if this cost 
measure is to serve, it must be supple- 
mented by involved statistics for each 
variable. And since this cost is simply 
the result of multiplying time by rate of 
wages, the question may well be raised 
as to whether for measurement pur- 
poses the use of time alone would not 
be more direct, tell a truer story as re- 
gards efficiency, and be much more 
serviceable generally. It would seem to 
be unwise to befog the issue by convert- 
ing it into any other form whatever.® 


In summary then, it may be said that 
any cost figure must be supported by 
several classes of statistics; those on 
wages and hours, those on materials, 
those on power, and so on—variables 
which ordinarily are not under the con- 
trol of the foreman or production su- 
perintendent. Furthermore, where two 
or more of these factors at the same 
time bear on and modify the interpreta- 
tion of costs, it is frequently impossible 

®It is regrettable that this has not been clearly 
recognized by some managers who have been led 


into the unnecessary expense and complexity of 
converting a standard time into various round- 


to determine the respective effects of 
each so as to obtain a net index of 
efficiency of production alone. 


Even granted, however, that we have 
sufhciently complex production, cost, 
and statistical systems to differentiate 
these factors as well as idleness costs 
due strictly to production, the variations 
which are constantly taking place in 
these extraneous factors make ex. 
tremely difficult and usuaily unsatisfac. 
tory the use of cost figures as our 
yardstick. Moreover, the usefulness of 
cost figures obtained through prevalent 
methods of cost keeping has largely dis. 
appeared’ by the time such data be. 
come available. The simple recording 
of such costs, furthermore, does noth. 
ing to reduce them—we must still at- 
tack the problem at its source, which 
may or may not be, and usually is not 
except in a very general way, indicated 
by the cost data itself. And finally, lest 
too much weight be attached to the cost 
figure, it should be recalled that a de- 
crease in any one of the elements of 
cost (labor, material, or overhead) may 
be secured at the price of an overbal- 
ancing increase elsewhere—particularly 
as between direct labor and overhead— 
a fact which would not be shown by the 
cost figure itself. Conversely, it must 
never be forgotten that “Management” 
should be synonymous with “Control,” 
and if through certain necessary meas- 
ures we have secured real control of 
our business, or have thereby turned out 
a more serviceable product, or have 
secured a quicker turnover even 4 
higher cost and less profit per unit, we 
shall most assuredly not permit the cost 
department, offhand, to inform us that 
we are necessarily the losers because 
about expressions. 

7 This statement does not apply, of course, when 


it is a case of choosing between various alterna- 
tives. 
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overhead of total cost has been in- 
creased. Total profits may also have 
been correspondingly increased. 


Orner MetHops—The rehearsal of 
diferent methods which one encounters 
in use might be greatly extended. These 
vary all the way from those which are 
so superficial as to be quite worthless, 
«0 those so complicated as to be quite 
unintelligible and inconclusive. An ex- 
ample of the former is illustrated when 
we are asked to judge the efficiency of 
labor supply by walking through the 
plant at various times and comparing 
the number of workers who are idle 
with the total number of workers pres- 
ent.2 At the opposite extreme is an- 
other author who asks us to judge man- 
ufacturing efficiency by considering up- 
wards of fifteen major factors (some 
with numerous subdivisions), nearly all 
of which are mutually dependent on 
some one or more of the others, lead- 
ing to a “vicious circle’ from which 
there is no escape except through inac- 
curate juggling.® Between these ex- 
tremes fall numerous other methods, 
varying in detail if not in usefulness. 
A common numerator of several meth- 
ods is the sales value of product pro- 
duced, this being variously divided by 
the direct labor cost, by the sum of the 
total material maintenance and indirect 
labor cost, by the total production cost, 
by total number of employees, and 
probably by other figures. Previous 
discussion has indicated the fallacy of 
using such factors if a reliable measure 
is wanted. They all have one fault in 


*See G. H. Shepard, Application of Efficiency 


Principles, Engineering Magazine Company, New 
York City, 1917. 


Pee. Charter Harrison: Cost Accounting to Aid 
roduction, Engineering Magazine Company, New 
York City, 1921. Here are listed wages of oper- 
ative, time consumed by operative, price of mate- 


common in that they do not have a per- 
manent basis as a starting point. 

Before passing to a consideration of 
a yardstick which, it seems to me, most 
nearly meets the need of a simple and 
practical measure for production effi- 
ciency, one of the outstanding recent 
developments for the control of busi- 
ness should be mentioned. This is the 
budgeting of production and expendi- 
tures which is doing so much to force 
the working out of policies, plans, and 
expenditures in advance and the follow- 
ing of these predetermined plans in the 
course of operations. An intelligently 
made budget serves as an admirable 
current check on the efficiency of the 
production or any other department and 
it is destined to be one of the big 
mechanisms of management of the 
future. From its very nature, however, 
being based on estimated practicable 
performance during the future, consid- 
ering as it must many different and 
changing conditions of business as a 
whole, it cannot serve as a true or per- 
manent measure of efficiency of produc- 
tion, and constant re-forecasting is 
necessary to keep it in line with general 
business tendencies. As is true with any 
other yardstick, its value depends upon 
its accuracy, and, unlike the one to be 
described, it cannot be made sufficiently 
accurate to serve as a reliable measure 
of production. It is, however, an 
admirable guide and spur to achieve- 
ment. 

Standard Task Time as a Basis 


It should now be clear that the vari- 
ous attempts to measure production 


rials, economy in use of materials, transportation 
expense, cost of power, efficiency in use of power, 
purchase price of supplies, efficiency in use of sup- 
plies, tools, number of hours machines operate, 
production efficiency of machines when operating, 
cost of maintaining and operating machines, spoiled 
work, miscellaneous works expense, with various 
subdivisions. 
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efficiency discussed above are all 
founded on bases which, from a produc- 
tion standpoint, may constantly change 
and shift beneath us, forcing us con- 
stantly to change and shift with them if 
we are to be able to compare today’s 
achievement with yesterday’s or either 
of these with a standard. Total volume 
may change, dividends may fluctuate, 
overhead may overwhelm us, periods of 
depression and idleness may overtake 
us, wages, output, and costs may vary, 
and as these conditions vary, so under 
all of these methods must our standard 
vary accordingly. The one unvarying 
element through it all is time. Time 
alone plods on at its methodical, unvary- 
ing gait. No vault at an even tempera- 
ture is needed to preserve its accuracy; 
no secondary gauges need keep it in- 
violate; no conversion table is necessary 
to its use. It is international in its lan- 
guage, unmistakable in its significance. 
It is as available as the air, and com- 
monly as little observed or appreciated. 
As a fundamental basis on which to con- 
struct a measure of performance it 
would seem to be ideal; the question is 
just how it may be used to advantage 
in measuring the work of the produc- 
tion department. 

It has been truthfully said that prob- 
ably the most important element in 
modern management is the principle of 
the task. This principle, followed to its 
logical conclusion, means that for each 
piece of necessary work (unnecessary 
work being eliminated) there shall be 
predetermined a standard method of 
work, and a standard time in which a 
given amount of work shall reasonably 
be completed. Implied also is the fur- 
ther requirement of standard conditions 
such that that work may be performed 





10In the average shop there are comparatively 
few classes of work which may not be placed on a 
task basis. ‘These consist largely in service and 


in accordance with that method in that 
time. In other words, before we ma 
produce most efficiently we must fry 
accomplish these very constructive 
measures. The absence of their accom. 
plishment is in itself an indication of 
inefliciency—the inefficiency inherent in 
a management which does not know 
where it is headed nor how rapidly it 
should proceed. The yardstick of time 
without standardization (which broadly 
speaking is simply the determination of 
what we may reasonably hold ourselves 
to) can but measure mediocre perform. 
ance. Since the task itself acts as a spur 
to greater achievement, its introduction 
will result in increases in efficiency from 
time to time which may more reflect the 
pressure of the task than that of the 
superintendent or foreman whom we 
are trying to gauge. It does not neces. 
sarily follow that these standard meth- 
ods, conditions, and times must be the 
very best known to science in order that 
the time basis serve this purpose, for 
what we are measuring is not a theoret- 
ical absolute efficiency, but only the 
actual ability of the superintendent and 
the people under him to live up to what- 
ever standards are considered prac- 
ticable at a given time. 

In order, therefore, to utilize this 
measure of time to full advantage we 
must: 

First: Eliminate unnecessary work 
and determine effective methods for the 
necessary work (direct, clerical, super- 


visory). 
Second: Standardize equipment and 
methods. 
Third: Determine standard time 


for all operations where this is prac 
ticable.?° 





e direct 
benefit of the processing operations practically . 
of which may ordinarily be placed on task wo 
through careful time study. 


supervisory functions, which are for th 
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Fourth: Plan all work ahead, and 
select, place, train and cooperate with 
operatives so that the first and second 
requirements may be maintained and the 
third fulfilled in practice. 

To be sure, much work is involved in 
the establishment and use of such 
standards, but this is also true in the 
case of many other measures, such as 
elaborate cost and statistical systems 
which, as will be pointed out, result in 
neither the direct nor the indirect bene- 
fits which strict standards of time give. 


As regards the efficiency of any 
person engaged on direct processing 
work, the task may serve simply and 
directly to measure individual perform- 
ance. Thus, when an operation is 
assigned, there is indicated a predeter- 
mined standard time, which has been 
computed as a reasonable allowance for 
its completion. If, for instance, the task 
be to process a given number of pieces 
in 8.0 hours’ actual working time includ- 
ing an allowance for rest and unavoid- 
able delays, and the operative completes 
this number of good pieces in 8.0 hours 
(effective working time after deducting 
any time lost through no fault of his 17) 
his individual production efficiency is 


8 aned P 
z= 100.0% ; if it takes him 8.5 effect- 


ive hours his efficiency is hn 94.1%. 


The same sort of comparison, of course, 
is possible if pieces be used instead of 
. Ss 

The details of how such work is handled in 
a shop operating under the task method cannot 
be covered here. It may simply be explained, 
however, that where changes are not too frequent, 
for each operation there is prepared a job card 
on which standard time has been indicated, this 
card being stamped on a clock and handed to the 
operative when he is ready to start. If all goes 
well the operative retains this card until he has 
completed the operation, when it is returned, 
stamped again, the actual elapsed time obtained 
and compared with the standard. If, during the 
course of work there is an interruption not due 








time—that is, the standard is 10 pieces 
per hour, the workman does only 9, his 


; i es 
efficiency is a= 90.0%. 


When tasks are set as they should be 
(that is, after thorough standardization 
of equipment and methods), only the 
exceptional workers will beat the stand- 
ard time to any considerable extent. 
On the other hand, even the best work- 
ers will fail to attain 100% unless these 
standards be maintained, and, as ex- 
plained previously, delays over which 
the operative has no control do not 
count against him. Similarly, when ma- 
chines, tools, or methods are changed, 
a new standard time is called for, which 
may be either more or less than that 
previously allowed; as long as the oper- 
ative does the job in the standard time, 
however,!* his performance must be set 
at 100%. 

Now, as long as we play fair with the 
workmen and ourselves in setting tasks 
and assigning causes of failure to live 
up to them 18 we have an exceedingly 
simple and concrete measure of the 
purely mechanical efficiency of the indi- 
vidual as a productive unit.14 Expressed 
in terms of time, we have the answer in 
the simplest possible terms; any conver- 
sion into cost or other terms simply 
introduces other variables and serves no 
useful purpose. 

Now, as regards the departmental 
efficiency: If, under standard condi- 





to the operative, the duration of this delay must 
similarly be obtained and kept separate from the 
net effective working time actually spent by the 
workman on this job. On the record which shows 
the duration of the delay must immediately be en- 
tered the cause. Where it is not considered prac- 
ticable to use a separate card for each job, the 
same result of course can be obtained by grouping 
jobs, so that under different conditions we may get 
these comparisons by individual jobs, by several 
jobs, by a day, or by longer periods. 


Footnotes 12, 13 and 14 on the next page. 
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tions a \:urkman’s individual production 
eficiency may be found by comparing 
the time which he takes for his various 
jobs with a fairly determined standard 
time, it would seem to follow that the 
total of such individual efficiencies for 
all the workmen employed at a given 
time must pretty closely indicate the 
ability of the superintendent and his 
assistants (indirect labor) to serve and 
supervise the department as a whole. 
For instance, during the day a depart- 
ment might have been assigned 9,000 
standard or task hours’ work to do, 
which it completed in 8,920 hours; the 
efficiency of the department would 
therefore be 22 — 100.9%. This 
8920 
means that although some individual 
workmen may have fallen below stand- 
ard (which would be indicated by the 
individual records) the shop as a whole 
accomplished an amount of work which 
previous investigation had shown might 
reasonably be expected under given con- 
ditions. It also indicates, without fur- 
ther computation, that the “‘standard”’ 
direct labor cost must have been at- 
tained. While the standard may have 
been too low (due, say, to out-of-date 
equipment) the fact remains that under 
the conditions imposed—out-of-date 
equipment and other factors which 
might make this shop rank below its 
neighbor, and which in spite of carefully 
set and continuously attained standards 
might cause it eventually to go bankrupt 
—the superintendent did a little more 








12 This time, in the case of a new operative 
who is in process of being trained to the work, 
might be set at any reasonable amount less than 
that expected of an old hand. 

18 Of course, if we do not play fair no method 
of measurement will give us a fair result. One 
of the big advantages of the task, however, is 
that it brings tremendous pressure on the manage- 
ment to act impartially and to remove all causes 
of delay so far as possible. 

14 An operative may be an “undesirable citizen” 





than his superiors reasonably 


of him and that his ability as a 


getter as far as was within his means 


was above par. A new machine or 
entirely new and better methods may be 
installed tomorrow; the yardstick is stil 
good, however, because whereas the 
previous task time may have been fair 
at 9,000 hours, tomorrow (because of 
the improvement) it will be fairly set at 
something less than this, and in either 
case if the work is done in the time 
set the efficiency remains at 100%, for 
although in this case the output may 
have been considerably increased and 
the cost considerably reduced, both 
these things were accomplished possibly 
through no effort whatever of the super. 
intendent. On the other hand, if 9,040 
hours were taken to perform what 
should have taken only 9,000 hours, the 
apparent department efficiency would 
9,000 
9,040 sa 
the causes of the 40 excess hours, it can 
readily be seen how much of this was 
due to the superintendent or other off. 
cials. For instance: 
Loss due to defective castings. .25 hrs. 
Loss due to lack of mainte- 

ee EEE re eee 10 hrs. 
Loss due to lack of instruc- 

tions 


be 





Upon analyzing 


Total bees «canines «sa 40 hrs. 

An actual efficiency of the depart: 
ment may thus be determined after 
eliminating from the calculation the de- 





in several particulars, he may even affect ut 
favorably the work of his neighbors in the shop, 
or his own performance may be unfavorably 
affected by them. His ability to stand on his ow 
feet, however, and do the work asked of him * 
directly indicated by a comparison of his actual 
and standard times. What weight should be gives 
to this performance record when considering ques 
tions of promotion, demotion, and discharge 's * 
question of relative importance to be settled 
each case. 
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lays not due to the department itself. 
The seriousness and causes of such 
losses indicate directly the degree to 
which managerial action is necessary, 


just as the absence of such losses indi- 
cates satisfactory performance. 


The question may well be raised as to 
just what such a measure indicates, as 


B regards a foreman or superintendent, 


and what it fails to indicate. There are 
certain qualities often essential in such 
4 man which the task does not measure, 
such as his ability to devise new equip- 
ment and methods which will increase 
production and decrease costs. It gives 
only an indirect measure of his ability 
to hold his subordinates and reduce 
absenteeism—in other words he may 
get maximum production, but he may 
get it through a degree of “drive” 
which one cannot approve and which 
results in high labor turnover. The 
question as to how far he may be for- 
given for such characteristics, because 
he keeps production up to standard, is 
another matter. 

Less clear perhaps is the question of 
the amount of indirect labor employed, 
for 100% performance on the part of 


s the direct workers may be secured at the 


expense of too many indirect workers. 
Granted, however, that such service 


| functions are also standardized and 


placed on a task basis and that every 
indirect worker is engaged effectively 
and continuously in necessary work, the 





* In passing, it may be pointed out that the 
relative abilities of different superintendents may 
be thus judged over a period of time even though 
the tasks in different departments may differ in 
severity. That is, the standards in one depart- 
ment may be so low that 95 per cent efficiency 
for the department as a whole is the common 
thing, while those in another department may be 
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departmental ratio indicates to what 
extent these functions are being effect- 
ively performed. 

Such qualities, on the other hand, as 
the temperament of the superintendent, 
his ability to get along harmoniously 
over a period of years, his ability to 
keep production. up to standard in the 
face of general prosperity and a tight 
labor market, for example, would seem 
to be very accurately measured by 
means of this yardstick, as well as his 
success in selecting, training, and fitting 
the man to the job, in maintaining 
standard conditions, and in cooperating 
with his employees so that standard 
production may be continuously main- 
tained. It is safe to say that had such 
standards been in effect generally dur- 
ing the war, the cost of living would 
not have risen to its exalted height. 

Extending the comparison further, it 
is evident that the ability of the works 
manager is at least somewhat indicated 
in turn by the degree to which he is able 
to secure standard performance from 
all of his production superintendents.” 
The matter must stop here (with the 
man in charge of direct manufacturing 
departments), for when we attempt to 
go higher we encounter many depart- 
ments where the problem of measure- 
ment is extremely difficult and where 
neither the task nor any other single 
measure will give a suitable indication 
of what we are seeking. 





so severe that 85 per cent represents just as hard 
work and just as effective supervision and service 
as in the first. After the tasks have been in opera- 
tion for some time, and the various practicable 
efficiencies have become known, variations thence- 
forth in these ratios serve to indicate how con- 
tinuously each superintendent is able to live up 
to his record, and furnish a very direct measure 
in case one superintendent is replaced by another. 














THE APPRAISAL OF LABOR “EFFICIENCYy» 


By JOHN W. RIEGEL 


MPLOYERS in speaking of the 
EK, “eficiency of labor”? have up- 

permost in their minds the as- 
siduity of workmen in their employ.? 
Labor “efficiency” comprehends more 
than speed—it refers to the employees’ 
care with equipment, materials, and 
supplies, their watchfulness in prevent- 
ing breakdowns, their willingness in 
executing orders and in adopting im- 
proved methods. In fine it refers pri- 
marily to the degree to which employees 
apply their abilities in the interest of 
the employer. 

There is a distinction between ability 
and assiduity even though the two are 
closely related. Ability is more con- 
stant than degree of application; it is 
of slow development, and, barring acci- 
dent or extraordinary personal mis- 
fortune, of slow retrogression. It is 
enhanced, for example, by healthy sur- 
roundings, by recreation, by training, by 
the mitigation of worries, and impaired 
by such things as neglected bodily dis- 





1 The word efficiency as applied to labor has ac- 
quired changed meanings with the passage of time. 
To the classical economists the “efficiency of labor” 
related to the quantity of labor required to pro- 
duce a commodity and bring it to market. If by 
virtue of a technical improvement less labor was 
required to produce a unit of a certain article than 
formerly, the labor thus engaged was deemed to 
have become more efficient. The labor involved 
included the efforts of persons who successively 
procured the raw material, transported it, fashioned 
it, and marketed it, and also the proper share of the 
labor that created the appliances with which these 
persons worked. 

Marshall has given the “efficiency of labor” ex- 
tended consideration. (Principles of Economics, 
8th Ed., Bk. 4, Chs. 5, 6.) By it he refers to the 
general and special abilities of the laborers. If 
they possess sound physique, high level of intelli- 
gence and sound moral sense, their general ability 


orders, dissipation and repressive jp. 
fluences. Application, on the other 
hand, is momentary; it is very largely 
under the control of the laborer. [t may 
be disrupted in a short while by the 
breakdown of equipment which pre. 
vents the “making of a good run,” by 
defective raw materials, by a rumor of 
an impending layoff, or by abusive re. 
marks of a superior. Conversely, 
brief period may mark a pronounced 
improvement in diligence traceable to a 
recognition of merit, to the sensing by 
individuals in a group of an opportunity 
for advancement, even traceable to an 
explanation rendering intelligible an op. 
eration which formerly was performed 
without a knowledge of its purpose. 
The close interrelation of capacity 
and diligence is seen when the latter 
modifies the former over a considerable 
period. Industry enhances capacity and 
sloth diminishes it if either is persisted 
in. A pace at one period of life may 
cripple future working ability, or hasten 





is on a high plane. If by training and practice 
they are skillful in plying a certain calling they 
possess special ability. The working population is 
said to be industrially efficient in the degree that 
it possesses general and special ability. 

Neither of these concepts stresses the matter up- 
permost in the minds of employers to-day, whea 
they speak of the efficiency of labor. 

2 For illustrations the reader is referred to the 
following discussions of this topic: Credit 
Monthly (National Association of Credit Men), 
May, 1920; Greater New York (Merchants’ Asse 
ciation of New York), July, 1920; Labour Gasette 
(Canada), February, 1921, pp. 195-6; Item U-te 
of Questionnaire used by Engineering Societies 
rating “Waste in Industry,”—see Waste in a. 
try, New York, 1921, p. 47; New York Feder 
Reserve Bank’s Monthly Review of Credit - 
Business Conditions, Dec., 1921, P- 8: Month’ 
Labor Review, July, 1922, pp. 1-12. 
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‘ts decline. In any case ability must be 
present to be exerted, and it, as well as 
a desire to apply one’s self, conditions 
the achievement. sth ke 
Because the degree of application is 
dictated proximately by the workman 
himself, and because of its momentary 
character, the manager concerns him- 
self with it continually. To society the 
industria! ability of the working popu- 
lation is of utmost importance, but the 
individual employer often deals with 
this matter only now and then in the 
case of each of his several employees. 
When the employment contract is en- 
tered into an attempt is made to hire 
persons of requisite capacity. Again, 
when promotion or interdepartmen- 
tal transfer of certain individuals is 
contemplated their capacity is given 
consideration. The problem of degree 
of application, on the contrary, is pres- 
ent constantly in the case of every em- 
ployee, and it is this problem that the 
business administrator has uppermost in 
his mind when he speaks of the chang- 
ing “efficiency” of labor. Moreover, 
he is thinking of persons in his organi- 
zation, not of the effectiveness of per- 
sons in a number of organizations that 
along with his own are contributing to 
the production of some economic good. 


I. Inaccuracy and Unreliability of 
Common Basis of Appraisal 


The means most commonly used to 
appraise labor efficiency is physical vol- 
ume of production—output per man 
per hour. This basis of appraisal is 
preferable to the labor cost basis, since 


-__—_—_—_— 


*Data relating to output are more generally at 
hand than are data relating to “actual times” and 
standard times.” The latter basis of comparison 
— be necessary in the study of direct labor 
°1ng Non-repetitive work, for example, the work 
done in machine shops and printing establishments 
that cater to the “jobbing trade.” Tasks of this 
sort, however, seldom have accurate standard 
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the latter, as time passes, reflecty 
changes in money wages as well as mod 
ifications in labor effectiveness. It is 
preferable also to the findings in ‘‘sam- 
ple” instances, which are open to the 
criticism of not being representative.* 

The output per man per hour basis 
also permits the inclusion of indirect 
laborers in rating “‘efficiency.”’ Is it not 
possible that output may be substan- 
tially increased by better planning, bet- 
ter dispatching of work, better mainte- 
nance of equipment? Were indirect 
labor excluded it would share neither 
censure nor approbation for changes in 
output, and surely it, no less than direct 
labor, has contributed to output. 

Although the output “‘index’’ is prob- 
ably the simplest and most convenient 
means of attacking the question of la- 
bor “efficiency,” it should be recognized 
that the figures ordinarily available may 
contain misleading elements. 


(1) In many companies a transient 
force of men is employed now and then 
to add to the equipment of the company 
or to make extraordinary repairs to its 
property. Thus, coal mining companies 
hire laborers from time to time to aid 
in the driving of new entries and to do 
other sorts of “development work.” 
Fluctuations in such forces would have 
no immediate effect upon output; they 
introduce a complication that should be 
corrected. 


(2) Cognizance should be taken of 
working time lost by absentees and by 
persons just employed or resigned, 
whose names are on the payroll but who 





times set for their completion, and for routine work 
the output basis, considering direct labor only, 
would yield the same ratio as the “standard time” 
—“actual time” comparison. For the same period 


Standard Task Time 
coed 
Average Actual Task Time Standard Output 


Actual Output 
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have worked only a portion of the 
weekly schedule of hours.¢ The nor- 
mal weekly schedule should not be used 
in case there was either overtime or 
part time operation. 

(3) Care should be taken that com- 
parisons are based upon the same prod- 
ucts at the different periods.’ If the 
company had been producing the same 
items since the figures used for purposes 
of contrast were gathered, no adjust- 
ment would be necessary in this respect. 
If the output of the whole plant is tabu- 
lated, corrections might have to be 
made for products added to or with- 
drawn from lines previously produced. 
If the company has started to produce 
raw materials or supplies for itself, 
provided these had been purchased in 
former times, the investigation should 
not disregard such changes. 

(4) In some situations it is impos- 
sible to do more than allocate man 
hours to output, notably where there 
are joint products of a single process. 
In such cases the same basis of alloca- 
tion should be adhered to in successive 
studies. 

(5) An irregular relationship may 
exist in successive periods between the 
number of man hours worked in the 
plant as a whole and the output of fin- 
ished product. This is likely to be the 
case in industries whose processes are 
spread over a number of months. An 
example is found in the tanning of 





* Although absentees would be noted, in deriv- 
ing the figures for man-hours worked, it cannot be 
assumed that this refinement would discount prop- 
erly the loss in production incident to absenteeism 
and tardiness. These practices “disorganize the 
working force in attendance, which must be read- 
justed to the work in hand. The output which 
might be expected, considering just the number of 
workmen in the shop, is not forthcoming. 


5In a reply to a questionnaire asking for “expe- 
rience in the matter of per capita production since 
1914” one manufacturer said: 
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leather by means of oak bark—an 9 
eration requiring approximately a half. 
year. More laborers engaged in the 
preliminary “beam house” operations 
will have a delayed effect upon the out. 
put of tanned leather from the pits. 
These comments upon the output in. 
dex are, after all, not of major im. 
portance; they stress the likelihood of 
margin of error in the figures which 
should be recognized. Of more conse. 
quence is the question whether the fig. 
ures obtainable, allowing for the mar. 
gin of error, are a reliable “index” of 
labor efficiency. 
A fundamental consideration is that 
output is a resultant not only of labor 
“ee o ” . . 
efficiency” but of the functioning of 
production factors other than labor as 
well. The true nature of a production 
unit should not be overlooked. 
A production unit may include a wide 
or a narrow area, whichever is more 
appropriate for the purpose in hand— 
it may be a workplace, a department, 
an entire works, several plants under a 
single management. The unit in every with 
case, however, comprehends the several purpt 
agents of production in combination. It 
The part played by each agent would be of as 
impossible were it segregated from the mana 
other agents. A production unit is an man 
arrangement dominated by managerial of tl 
ability, which permits an interaction be- exact 
tween it, the efforts of laborers, the con- the t 
tributions and forces of nature, and the impli 
“limi 
“The character of our product has changed % — 
much since 1914 that there is no way that a com labe 
parison can be made such as you mention. Net ably. 
only this, but the shoes that we are making now , 
are very much different from what we made 4 
year ago, and the shoes we made a year ago were 
very much different from those we made the year 
before.” The same reply interprets the term 
“efficiency,” the writer saying: “I believe that . 
average efficiency of the operator has increase 
very much. In other words, I believe that /¢ ¥ 


working more conscientiously than he did in 1914 
—Commons Industrial Government, pp. 365-3 
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services of implements, with a view to 
bringing some economic good into be- 
ing. Whatever this product or service, 
t is these factors’ joint creation. 

A production unit is analogous to an 
organism; certainly it is to be regarded 
as a vital affair. Its activity is condi- 
tioned by the proportional balance and 
healthy reciprocal action of its constitu- 
ent members. Moreover, its activity 1s 
conditioned by its surroundings. No 
production unit is self-sufficient; each 
reacts upon many others and in turn is 
influenced by many others. The effec- 
tiveness of any one plant is influenced 
by the operation of other plants from 
which it buys, upon the working of mar- 
keting arrangements, transportation 
systems, the facilities of communica- 
tion, the dependability of local public 
service enterprises, and so on. Just as 
between plants, this interdependence ex- 
ists between production units of smaller 
size. Each workplace or department is 
assisted or retarded, as the case may be, 
by other production units codperating 
with it. All jointly fulfill their several 
purposes. 

It is not difficult to find illustrations 
of assumptions by writers on industrial 
management topics that output per 
man per hour and the “efficiency” 
of the laborers varied in direct, and 
exact ratio. In fact this is part of 
the theory underlying piece-work and is 
implied in the usual use of the phrase 
“limitation of output.’’ Occasionally 
one finds output per man per hour and 


Pay efliciency” used interchange- 
ably.® 


—_———. 


*The presentation of the Emerson wage plan is 
usually accompanied by a table showing the “per- 
centage of efficiency” upon which payments are 
based. See Jones Administration of Industrial En- 
ferprises, Pp. 283 (1917 edition). This percentage 
of efficiency really relates to “actual output” con- 
‘tasted with “standard output” of a production 
unit. In the October, 1922, issue of Factory there 
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In view of the nature of a production 
unit, how close a relationship can one 
assume exists between its output and the 
diligence of the laborers, parties to it? 


In the case of the workplace manned 
by an individual worker it is often held 
that output measures the man’s “efh- 
ciency’”’ exactly. Manifestly this is true 
in the degree that labor “efficiency” is 
the only variable in the production unit 
affecting output. 


Where it is maintained that varia- 
tions in physical surroundings have 
been reduced to negligible importance 
there may still remain less obvi- 
ous variables. As illustrations of these 
may be mentioned the variations in 
the demeanor of the foreman, in 
the willingness of the movemen,’ 
in the prospects of promotion or lay- 
off, in the group opinion of the shop 
—that is, the effect upon a workman of 
the opinions of his fellows. These mat- 
ters, and many other intangibles, affect 
the output of a workplace despite the 
uniformity of materials furnished to it 
or of appurtenances with which it is 
equipped. And it may be questioned 
whether the effect they produce can be 
attributed to labor “‘inefficiency.” 


In considering the output of a larger 
production unit—a department or en- 
tire works—one would encounter nuv- 
merous variations that influence output 
per man per hour other than the voli- 
tion of the laborers. Certain of these 
variations are related to the ebb and 
flow of the business tide; others are 
more casual. 





is presented a diagram to illustrate the application 
of certain wage plans. This diagram has one 
scale for the “percentage of efficiency,” but the 
reference doubtless is to the number of pieces pro- 
duced in the specified time by the production unit 
with which the employee is identified. 
7™“Movemen” transport raw materials, worked 
materials and supplies to and from workplaces. 
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II. Cyclical Variation in Functioning 
of Management 


In boom periods management finds it 
increasingly difficult to perform its 
functions properly. The individual 
business house experiences a breakdown 
in the grade of service it ordinarily re- 
ceives from other producing organiza- 
tions. In the markets for materials and 
supplies demand is active—made appar- 
ently greater by the practice of pyra- 
miding orders—supply is tardy, and 
made more so by car shortage, conges- 
tion on the highways of commerce, and 
speculative holding. Management may 
be unable to furnish a steady flow of 
standard materials to the other factors 
in the production unit. The shortage 
compels it to accept substitutes, prob- 
ably from unseasoned firms that yield 
service inferior to that afforded nor- 
mally by well-established companies. 


The administrative staff is likely to 
be in process of reorganization at the 
same time. Expansion necessitates the 
hiring or promoting of men to fill super- 
visory positions, and thus the staff is 
made up of unseasoned men in rela- 
tively large measure. (This is the 
period during which many foremen go 
into business for themselves or accept 
positions in new ventures, leaving va- 
cancies to be filled.) The new execu- 
tives must become known to their asso- 
ciates and subordinates, and acquire 
that detailed knowledge of operating 
conditions which is a prerequisite to ef- 
fective foremanship. 


Not only is the management staff im- 
paired, but it frequently fails to afford 
to all workers the proper facilities for 
carrying on production. Employees 


added to the force during a prosperous 
era are asked at times to work in tem- 
porary quarters with improvised facili- 
ties. They may have to use antiquated 


machinery in warehouses, basements or 
lofts. Moreover, persons employed 
under arrangements of this character 
are idle occasionally on account of , 
lack of balance between the output of 
each of the several processes carried on 
in the establishment. 

The management may ask laborers 
to work longer hours when business js 
brisk. In most cases less work is done 
in an overtime period than is accom. 
plished in an equal length of time dur. 
ing regular hours. The usual tasks of 
modern industry are not of a creative, 
but of a routine nature. Protracted 
application to them gives rise to ennui, 
probably the fundamental cause of fa. 
tigue. At times a night shift is estab. 
lished. One study made of the subject 
indicates that night work yields a 
smaller output than day work, this be. 
ing particularly true when the tasks are 
exacting. Frequently the establish- 
ment of an extra shift is possible only 
by distributing the key workers between 
the shifts, thus diluting the quality of 
the force assigned to each shift. 

As the management becomes unable 
to maintain standard conditions it finds 
piece-work or other forms of incentive 
wage calculation increasingly difficult to 
justify to the laborers. Consequently it 
may introduce day-work or relax the 
wage scheme in use. The modification 
bas two results pertinent here. Day- 
work does not single out the incompe- 
tent or unindustrious employees auto- 
matically, and it is a less potent stimu- 
lus to exertion than is piece-work. 


III. Variation in Average Ability of 
Laborers Employed 


Not only is there a cyclical variation 
in the ability of the management to 
maintain constant the factors (including 


® Public Health Bulletin No. 106—U. §. Public 
Health Service, Washington, 1920, pp. 52°15+ 
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itself), other than labor, but there is a 
ceclical variation in the capacity as dis- 
tinguished from the assiduity of the 
average laborer employed. 


When prosperity is increasing, jobs 
are plentiful. Employers bidding 
against one another for labor stimulate 
the flux in and out of employment of- 
fces. The wage-earners also play their 
part; many who had feared to quit their 
employment previously, and which for 
one reason or another they have come 
to regard as unsatisfactory, are now 
able to seek other jobs with little risk. 
So there is an extraordinarily large pro- 
portion of the wage-earning group in- 
dulging in “shopping tor work.” Stu- 
dents of labor turnover have said that 
the turnover rate in times of prosperity 
is frequently two or three times the rate 
in periods of depression.® In conse- 
quence business enterprises in boom 
periods are manned by an abnormally 
large proportion of “new men.” 


These new men lack “special ability” 
for their specific tasks; without question 
the unusual proportions of their group 
have an effect upon output per man per 
hour. The lagging production of newly 
hired workmen has drawn much com- 
ment in recent years. They do not at- 
tain standard production on specialized 
tasks until after a training and practice 
period which lasts generally from one 
to six months, depending upon the skill 
and adaptation required of the newcomer 
to master the task.1° One cannot as- 
sume that “rough handed” work is 
readily learned. The locomotive fire- 
men, to a less degree the men making 
bottom in an open hearth steel plant, 


eres of Factory Labor,” p. 32; 
rissenden & Frankel in Political Science Quar- 
lerly, December, 1920, Pp. 580-586. 


, aoe relating to the lagging production of 
¢wly hired workers on various tasks in a large 
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attain their special proficiency gradually 
with continued practice. 

There is another reason for the 
diminished capacity of the average em- 
ployee during an era of prosperity. 
The “eligibles” for certain jobs having 
been snapped up, the employer soon 
learns that continued bidding up of 
wages brings few additional eligibles 
into the labor market. It affords slight 
relief and further stimulates labor turn- 
over. Then he relaxes his require- 
ments, and begins hiring people of 
lower capacity than those he custom- 
arily employs. This practice has been 
dubbed “labor dilution,” and during the 
recent war it was carried to an unprece- 
dented point. Juveniles, women un- 
accustomed to industrial pursuits, super- 
annuated employees, casual laborers, 
were inducted into industry. Many of 
them were given courses in “vestibule 
schools’; others were coached by fel- 
low workers whose productive worth 
was reduced meanwhile. 

In an era of declining prices a reverse 
process takes place. Employers then 
lay off the “least productive” laborers, 
trying to retain a skeleton organization 
of picked men. Probably this may be 
termed “labor concentration.” 

It is submitted that output-per-man- 
per-hour figures are not strictly compa- 
rable for the purpose of judging the dili- 
gence of labor when derived under such 
dissimilar conditions—when one record 
is made by a force diluted in quality; 
the other by a force subjected to rigor- 
ous selection. Even though the figures 
would show a greater output per man 
per hour in 1921 than in 1919 they 
could not be said to indicate a propor- 





shoe manufacturing establishment may be found in 
“Labor Turnover Costs in a Large Shoe Manufac- 
turing Company”—Graduation Thesis by Robert 
R. Haskell, Harvard Business School—1921—Re- 
printed in part in Waste in Industry, p. 159, New 
York, 1921. 
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tionally higher degree of application to 
their tasks by the same working force 
in the year of depression. The truth 
of the matter rather would be that the 
figures indicated in part the greater 
capacity of the average man in the 
working force in 1921. 


IV. Other Influences Affecting Output 
per Man-Hour 


There are other variables influencing 
the output of a production unit—say an 
establishment—which are less closely 
connected with the ups and downs of 
business. The first of these compre- 
hends all improvements in the arts of 
production. Here would be grouped 
new modes of processing, the introduc- 
tion of better mechanical apparatus, the 
devising of special jigs and fixtures, the 
discovery of more effective formulae, 
the use of better raw materials for the 
particular purposes in question, simpli- 
fication of operation through research, 
and so on. Usually these changes re- 
sult in increased output relative to the 
number of men employed. 


No one would attribute the increased 
annual tonnage output of pig iron per 
man employed at American blast fur- 
naces in the first fifteen years of the 
present century to increased labor “‘efh- 
ciency” solely, nor even hold that the 
laborers working around the blast fur- 
naces had a major part init. This in- 
crease, from 370 to 790 tons,'! is pre- 
dominantly due to improved manufac- 
turing technique. ‘This illustration is 
paralleled by many improvements of a 
less striking sort that should not be dis- 
regarded if output is used as an indi- 
cator of the laborers’ diligence. A ma- 
jority of the improvements in the indus- 


11 Calculated from figures in Abstract of Cen- 
sus of Manufactures, 1914, pp. 98 and 640. 


trial arts are not spectacular; little by 
little the refinements are made which 
culminate in an “entirely new type” of 
machine or a “revolutionized Process,” 
Improvements and inventions do not 
make their appearance in recurring 
cycles, however; they are occasional in 
consummation and application. 


Another casual variable is the rota. 
tion in office of policy forming executives, 
While this rotation is in progress con. 
tinually in the business world, it takes 
place only at irregular intervals in the 
individual producing unit. Resignation 
to take up work elsewhere, retirement 
and death cause changes now and then 
in nearly every organization, which, on 
account of the position of the man who 
has “passed on,” shake it to its very 
roots. Assume that a manager who 
plans to get all the profits possible out 
of the property for a few years replaces 
one who has built up a splendid esprit 
de corps among the company’s em- 
ployees. Gradually the new policy at 
the top will have its effect on the rank 
and file; grievances will accumulate and 
the good-will of the workmen will be 
supplanted by distrust and antagonism. 
In how far do output figures under the 
two régimes indicate a change in the 
assiduity of the laborers? 


The change in the management 
character may be of an opposite sort. 
The new officials may rehabilitate a pre- 
viously misdirected enterprise. Its out- 
put or service rendered begins to im- 
prove quantitatively and qualitatively. 
Surely no one would say that the im 
provement has been due only to the 
laborers’ efforts. But what part of it 
should be attributed to the laborers 
efforts? Under present conditions the 
increased product is impossible of frac- 
tional apportionment among the men 
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and women who labored together to 
achieve it.?” 

At irregular intervals a company may 
modify its manner of treating with 
labor problems. A general custom is to 
delegate practically all labor problems 
to the foremen. Each department is re- 
garded almost as a separate organiza- 
tion. Standards may vary considerably 
between departments, and one foreman 
at times may hire men away from an- 
other foreman in the same works. 
Within the last few years some estab- 
lishments have tried the scheme of hav- 
ing certain persons in the organization 
specialize upon the analysis and treat- 
ment of the company’s labor problems. 
The reasons for the change sometimes 
mentioned are that ordinarily the fore- 
man is too busy with other matters, or 
does not have the perspective necessary 
properly to attend to this type of prob- 
lem, and that there must be a consistent 
labor policy throughout all departments 
of the plant. 

Recently certain companies have 
modified the traditional form of em- 
ployer-empioyee relationship. Plans of 
employee representation have been in- 
augurated to afford members of the 
rank and file a better means of express- 
ing their views on wages, hours, work- 
ing conditions, disciplinary measures, 
etc. Sometimes a safety committee has 
accomplished a similar purpose. The 
joint relations established by such means 
are both organized and recurrent; they 
facilitate the interchange of views and 
they tend to bring incipient difficulties 
to light, thus prompting the correction 
of these difficulties at an early date. 
Many constructive experiments along 
these lines are making the relationship 


_ 


fe In 1911 the operating management of the 

iladelphia Rapid ‘Transit Company was 
changed. In 1919, as contrasted with rgzo, the 
hew Management was employing 15 per cent fewer 
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between employers and employed more 
than an exchange of work for pay.. 
Labor managers, works councils, or 
other arrangements that have led to bet- 
ter industrial relations doubtless have 
affected output per man per hour favor- 
ably, yet the connection between them 
and output is uncertain indeed. The 
extent of improvement due to such 
changes is not determinable, nor can the 
improvement be split up and credited to 
employer and employees respectively. 
Industrial warfare also may be in- 
cluded with the occasional factors that 
would complicate an endeavor to inter- 
pret output figures in terms of the dili- 
gence of labor. Many persons hold 
that strikes are more serious in good 
times, and hence that labor troubles 
vary directly with the volume of busi- 
ness. During a boom period there are 
more strikes in point of numbers, but 
most of these are short lived. The in- 
creased costs involved in concessions to 
the strikers very likely can be passed on 
to the buyers, and a compromise is ar- 
ranged rather promptly. In periods of 
retrenchment there are numerically 
fewer strikes, but they are longer in 
duration on the average, and they are 
contested more bitterly. From the 
laborers’ standpoint these strikes aim to 
maintain a standard of money wages or 
to hold to a bargaining status acquired 
during the preceding boom period. The 
employer feels the necessity of reducing 
his prices on the falling market and, 
moreover, he has less to lose at the time 
in closing down his plant and making 
the dispute a fight to a finish. 
Comparisons on the basis of men- 
days lost in strikes and lockouts do not 
properly indicate the measure of decline 


trainmen, was paying 150 per cent higher wages 
to trainmen, was receiving 3 per cent less reve- 
nue per passenger carried, and was carrying 120 
per cent more passengers per trainman. 


















in physical production due to industrial 
warfare. These comparisons usually 
are calculated on the assumption that if 
no strike had occurred the establish- 
ment would have operated full time 
with all hands. This is by no means a 
certainty. Moreover, production may 
be impaired for an extended period 
prior to the actual break. A short 
strike of a few days may clear the at- 
mosphere after months of strained rela- 
tions, which have been at the bottom of 
a condition of unsatisfactory output, 
both from the standpoint of quantity 
and quality, all the while. At present, 
output losses due to industrial warfare 
are matters of conjecture rather than 
determinable quantities. 

The significance of industrial warfare 
in this connection, however, is its effect 
over a much wider area than the actual 
scene of hostilities. The strike in the 
coal mines last year had almost incon- 
ceivable ramifications. While this is a 
case of unusual complexity, it illustrated 
the consequences of industrial strife on 
a large scale. A strike in the plant of 
a producer of semi-finished materials 
may and often does disrupt production 
in the plants of his customers—the 
manufacturers who utilize his product 
in creating other commodities. 


V. Uses and Limitations of an Index 


of Labor Efficiency 


Output figures thus reflect not only 
the assiduity of the laborers but also the 
functioning of the other factors in pro- 
duction. Such figures are affected by 
the cyclical variation in the ability of 
management to maintain proper work- 
ing conditions and supervision, the cyc- 
lical variation in the ability of the aver- 
age laborer employed, and over longer 
periods by occasional variables such as 
improvements in method and changed 
industrial relations, and over still 
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longer periods by the exhaustion of nat. 
ural agents, as in the case of mines that 
are driven deeper and deeper. 

In view of these complicating mat. 
ters, output figures should not be used 
for rating labor “efficiency” without 
recognizing their limitations. At the 
present moment, danger is involved jp 
assuming that some superficially at. 
tractive “measuring device” is adequate 
and accurate; in advancing opinions on 
labor “efficiency” without the reserve 
proper in view of the margin of error 
that is present; in passing judgments of 
this sort without foreseeing that the 
men and women spoken of collectively 
will react to the pronouncement. 

A more promising line of action 
would relate less to the checking up of 
labor “‘efficiency” by means of the out- 
put of the production unit; it would be 
concentrated upon the adjustment of 
matters within the management’s con- 
trol that influence the laborers’ will to 
produce. : 

There are many external influences 
which, from the standpoint of the man- 
agement of a particular production unit, 
are independent occurrences. The 
management should seek to counteract 
those that are adverse. Thus, work 
men may depreciate the incentives and 
exaggerate the human costs attached to 
their tasks because of a wage increase 
elsewhere, because they notice adver- 
tisements signifying a shortage in the 
locality of members of their own craft, 
and even because they note that the 
directors have voted an extra dividend 
to stockholders while their money wages 
have remained constant. On the other 
hand external happenings may be favor- 
able. Laborers may depreciate the 
human costs and magnify the satistac- 
tions associated with their tasks on a 
count of layoffs or “short time” in other 
plants in the same labor market or '™ 
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dustry, or on account of an unsuccessful 
strike elsewhere to obtain the working 
conditions that they already enjoy, but 
which heretofore they had not appre- 


ciated. 


Wages are the most important of the 
‘ncentives that are largely within the 
control of management. Over extended 
periods the independent variations of 
wages elsewhere and of living costs 
would cause the “psychic worth” of the 
same money wage to fluctuate. In the 


main, however, employees with rising 
standards of living, or the desire for a 
higher standard of living, are energized 
by wage increases. But it is impossible 
to say that the increase will yield a pro- 
portional increase in “efficiency.” 


On occasions this generalization is 
found not to hold—there is no increase 
in diligence following an increase in 
wages. Several reasons may explain 
the situation. The stimulating influence 
of the higher money wages paid in a 
period of prosperity rests upon their 
comparison with lower wages received 
formerly. In so far as the increase is, 
or to the individual appears to be just 
commensurate with current increases 
elsewhere, the heavier pay envelope 
may do little more than convince him 
that he is holding his own. In the sec- 
ond place, a small proportion of em- 
ployees, with fixed standards of 
expenditure, take days off when full 
time earnings would yield them more 
than is necessary to meet their expense 
budget. Both of these reasons taken 
together would not be adequate to ac- 
count for the scale on ‘which the “para- 
dox” is manifested; the failure of in- 
creased money wages to cause increased 
effort is, in large measure, due to a 
changed interpretation by the employees 
of the connection between the money 
wage and their efforts. 
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When price and wage levels are rela- 
tively stable, the connection between 
output and earnings is emphasized. 
With piece-workers it is stressed by 
the mode in which the wage is calcu- 
lated. With day-workers the selective 
process of retaining only the more will- 
ing and competent individuals serves to 
indicate a relationship between diligence 
and earnings. 

When prices and wages are fluctuat- 
ing, the case is different; then the inter- 
relation may be temporarily over- 
looked. At such times workmen ex- 
perience money wage increases or 
decreases that cannot be explained by 
corresponding and simultaneous changes 
in their exertion. They do notice, how- 
ever, that wages are closely connected 
with the state of business, and that the 
level of money wages seems to bear an 
inverse ratio to the numbers of men out 
of work. Very often they conclude that 
a plenty of labor is the sum and sub- 
stance of the explanation of low wages. 
This belief on their part may be con- 
firmed by the common custom of em- 
ployers of justifying decreases in wages 
or refusals to increase wages by nothing 
more than a reference to the applicants 
for employment at the gate that are 
willing to work for the wages offered. 

The belief that numbers of men out 
of work are the “real” regulator of 
wages is largely responsible for the 
workers actively attempting to regulate 
the amount of work they do, in order to 
influence their wages. Thus a contrived 
inverse relationship instead of a direct 
variation may exist between the dollars 
in the pay envelope and the energy 
yielded in return for them. 

It would seem that the proper attack 
on this interpretation of high wages 
would be a patient effort to explain its 
demerits in simple terms and, secondly, 
a wage system, sensitively adjusted to 
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the variations in the purchasing power 
of the dollar, which recognizes personal 
ability through an_ individual basic 
wage, and which, wherever possible, 
combines the feature of compensating 
diligence on the part of the individual 
or group in any production unit. 

Regulation of diligence by the labor- 
ers is also engaged in, at times, as a 
means of mitigating unemployment. 
The relationship between the fear of 
unemployment and output is more read- 
ily understood by bearing in mind the 
distinction previously made between 
ability and assiduity. Irregular work 
tends to reduce the laborer’s capacity 
by impairing his habits of work, and by 
the worry it occasions. Recurring 
periods of joblessness break down his 
self-respect, blast his ambitions and em- 
bitter him against the present economic 
system. When employed the laborer 
may attempt to prevent or defer unem- 
ployment by retarding his efforts, and 
in time this retardation may become 
habitual, thus really reducing his work- 
ing capacity. 

In contrast to the effects of fear of 
unemployment upon capacity we may 
note its effects upon assiduity. Increas- 
ing fear of unemployment at a given 
time increases the degree of application 
of many men then employed. The 
“efficiency” of these men _ becomes 
greater than it was during the era of 
prosperity. When the signs of oncom- 
ing depression appear the tacit under- 
standing to “spread out the job” is 
abrogated. No arrangement of this 
sort may exist; the slow pace simply be- 
ing a result of the very widespread 
tendency on the part of human beings 
to “take things easy” when the penalty 


13 See analyses of opinions solicited on this sub- 
ject in reports cited in footnote on page 341. Also 
Introduction to r7zth Special Report of Commis- 
sioner of Labor, p. 22. 


for doing so is slight or remote. When 
the prospect of unemployment appears, 
any understanding to regulate diligence 
is likely to be forgotten. Each individ. 
ual seeks to deflect the impending layoff 
from himself; he works furiously, 
ing to convince his employer that he js 
a man too good to lose. 

Consensus of opinion supports those 
who maintain that the likelihood of 
unemployment increases the average 
relative “efficiency” of the laborers em. 
ployed.'* The few who hold that unem. 
ployment diminishes “efficiency” and 
who really mean that it tends, over a 
number of years, to impair the capacity 
of the working population are probably 
correct also. Whether the output of 


production units generally would be 
greater or less than it is were the fear 
of unemployment greatly reduced is, of 
course, a question to which there can be 
no conclusive answer. 

The policy of paying careful atten- 


tion to the regularity of employment is 
eminently worth while. Larger output 
is likely to be achieved through the em- 
ployees’ satisfaction in the relatively 
greater security of their working oppor- 
tunity as contrasted with that of other 
workmen. The effort to regularize 
work should also enhance capacity by 
reducing worry. 

A positive measure of utmost impor- 
tance is the maintenance of a group of 
minor executives of high grade. 
Breadth of view can be fostered and 
interdepartmental friction reduced by 
foremen’s meetings. At these gather- 
ings the manager can emphasize the 
general policies of the company and en- 
courage interchange of expericnce on 
supervisory problems. The effort 
should be made to develop foremen 
that are primarily leaders—giving them, 
if necessary, assistants whose technical 
ability supplements their own. 
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THE APPRAISAL OF LABOR “EFFICIENCY” 


Some other incentives to exertion are 
opportunities for promotion, apprecia- 
tion of the purpose of the work engaged 
in, and a plan of merit rating that en- 
ables persons in the several production 
units to note the performance of their 
units, which ratings should also come to 
the attention of the manager. Rewards 
should always be determined on princi- 
ples acceptable to both management and 
men, thus reducing personal favoritism 
to the minimum. 


Supplementing positive incentives the 
management should endeavor to reduce 
repressive influences by giving attention 
to working conditions, plant housekeep- 
ing and sanitation, and correcting, as far 
as possible, hazardous or disagreeable 
processes. Another series of impedi- 
ments to wholehearted application to the 
task, namely unsettled grievances, may 
be greatly reduced by affording the em- 
ployees a channel of expression—some- 
thing more than an easily swinging door 
to the general manager’s office. 


This phase of the discussion should 
not be closed without a reference to 
unionism. Some hold that unionism 
uniformly results in “inefficiency.” In- 
stances can be cited, it is true, of union 
rules that diminished output, but the 
sweeping charge mentioned is untenable. 


The fact is, however, that unionism 
stresses “distribution problems” rather 
than production problems. It has dealt 
and continues to deal primarily with the 
dividing—the allocation—of the joint 
earnings of production units rather than 
with the creation of these earnings. A 
consequence of this fact is that, whether 
rightly or wrongly, men and women 
who are brought into contact with 
unionism have their attention drawn 
from physical productivity to bargain- 
ing effectiveness. It is probable that 
this shift in the relative attention be- 
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stowed on “production” and “distribu- 
tion’’ has its effect on visible output. 


VI. Conclusion 


To sum up: Labor efficiency is dic- 
tated proximately by the laborers’ wills 
and feelings; in this regard their minds 
must not solely be thought of as func- 
tioning separately, but also as interact- 
ing upon one another. The resultant 
degree of “efficiency” is an indirect 
consequence of countless interlacing im- 
pressions and experiences sensed by the 
laborers; it reflects in part their state of 
health at the time, their beliefs, their 
feelings derived from comparisons of 
their lot with what they deem the lot of 
other laborers, and with what they re- 
call as their former lot. It reflects their 
opinion of the boss, the company, the 
purpose of their work—even the pres- 
ence of an irrepressible optimist among 
them. One of management’s chief 
problems is to sense these forces, nu- 
merous as they are; to encourage those 
that prompt, to offset or reduce those 
that impair the laborers’ diligence and 
cooperation. 


While a device for appraising effi- 
ciency affords a rough check on the suc- 
cess of such endeavors as a whole, the 
management cannot closely identify 
from an output figure the specific causes 
for an increase or decrease in “effi- 
ciency,” nor their relative importance. 


The use of an “efficiency index” as 
an argument to employees—probably 
as a mode of censuring them—is un- 
likely to be of benefit. The basis of 
rating relates to one standard of effect- 
iveness, whereas in the business world, 
due to the division of labor and the con- 
sequent phenomena of exchange value, 
another standard of productivity is 
more potent in dictating the day-to-day 
policies of the persons participating in 
production. Objective indices of labor 
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efficiency relate to the quantity of goods 
created or of services rendered; the 
other standard of productivity refers to 
the net financial returns derived from 
operation. This second standard does 
not imply operation at maximum vol- 
ume necessarily, but at the rate deemed 
most advantageous considering the con- 
ditions of the market. Under present 
arrangements there is a degree of incon- 
sistency in measuring the diligence of 
labor by the one standard and the 
effectiveness of the business as a whole 
by the other standard. Although labor- 
ers are urged to produce according to 
the volume criterion, management must 


regulate opportunities to work and the 
scale of operations by the value criter. 
ion—net earnings. The sharing of 
profits, over and above Operating costs 
which include a cumulative return at a 
fair rate on invested capital, may aid in 
correcting the inconsistency. 

Output figures enable management to 
do no more than roughly appraise the 
assiduity of labor. To be of advantage 
these ratings must be supplemented by 
positive measures bearing upon the 
motives and reasoning of the employee 


—-upon the human costs and gratifica- 


tions that he finds associated with his 
work. 
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SUMMARIES OF BUSINESS RESEARCH’ 


PRESENT LENDING POWER’ 
OF THE BANKS OF THE UNITED STATES 


HE distribution of unused and 

} readily available bank lending 
power of the country as it is 
divided between Federal Reserve 
Banks and other banks is important. 
The significance of the relative propor- 
tions held by each lies in the ability, or 
lack of ability, of the Federal Reserve 
Banks to control directly any expansion 
which may take place in the near future. 
If there is a substantial amount of read- 
ily available lending power outside of 
the Federal Reserve System, then the 
latter will have little influence over ex- 


pansion until it has gone well beyond 
the initial stages of development. On 
the other hand, if any substantial in. 
crease in loans can be made only by re. 
sorting to the Federal Reserve Banks, 
they will have immediate control of 


any approaching inflation and will be 


in a position to regulate it effectively. 
There are four important sets of 
data which furnish a basis for calcula. 
tions; namely, figures for all banks re. 
porting to the comptroller of the cur- 
rency once each year; figures for na- 
tional banks, on five dates? of call each 
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*In the study of “The Extent and Significance 
of the Railroad Car Shortage” in the January issue, 
Volume I, No. 2, of the HArvARD Business ReviEw, 
the second paragraph from the last on page 229 
should read as follows: 

“Rastern roads 11% more cars than they owned. 
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“Southern roads 2% more cars than they owned. 

“Western roads 11% less cars than they owned.” 

1This study was concluded in January, 1973) 
consequently only data available at that time were 
considered. 

2See next page. 
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year; figures for all Member Banks of 
the Federal Reserve System, reporting 
three times a year; and figures for Re- 
porting Federal Reserve Member 
Banks, reporting weekly. Charts I and 
II show the recent trends in the ratios 
of Loans and Discounts to Earning As- 
sets and of Rediscounts and Payables 
to Earning Assets for three classes of 
banks. It will be noted that in both 
charts the three lines follow the same 
course. Annual figures are the only 
ones available for all the banks of the 
country. These can be compared to 
best advantage with those of National 
Banks. Charts III and IV reveal the 
similarity of movement from 1918 to 
1921 for these two classes. 


_ These several comparisons are signif- 
icant because they prove that we may 
use the most recent figures, namely 
those for the reporting Member Banks, 
as an adequate picture of the bank- 
ing system of the country. There are 


_ 


pp Under recent legislation these dates of call 
ave been reduced to three. 


some items, however, not reported cur- 
rently, the most recent “gures for which 
are contained in National Bank re- 
ports. Since these, too, give a rea- 
sonably accurate picture, as evidenced 
by the charts, they will be used as indic- 
ative of conditions. 


The four important items on a bank’s 
balance sheet, which may show readily 
available lending power are: cash, re- 
serves with designated depositories, in- 
ter-bank items, and investments. 


Table I, for reporting Member 
Banks, shows that cash in vault remains 
about 2% of total deposits. Such an 
amount is only “till” money and can- 
not be considered as a source of avail- 
able lending power. 

Neither do the balances with the Fed- 
eral Reserve Banks indicate surplus 
funds. These balances are kept as close 
to the legal minimum as is practicable. 
This is clearly shown by Table II, com- 
piled from National Bank figures. The 
required percentage of reserve is shown 
in the first column with the actual ‘de- 
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posits in the Federal Reserve appear- 
ing in the other columns. 

The central reserve city banks show 
a larger excess reserve than would ap- 
pear necessary at present, but it must 
be admitted that the sum available for 
lending from this quarter would be neg- 
ligible. 

“Balances due to other banks’’ repre- 
sents two types of items: first, those 
which are necessary for the general 
conduct of banking, such as checks and 
collections; and second, amounts of 
money deposited by country banks with 
city correspondents for better employ- 
ment of such funds than is possible at 
home. In times of business activity the 
latter play a relatively insignificant part, 
but in times of ease large amounts are 
sent to the large cities, especially New 
York, for employment in “‘call” loans. 
For National Banks in New York City 
the low point in “due other banks” oc- 
curred in April, 1921, when the amount 
fell to $673,000,000. Since then it has 
risen, until in September, 1922, it stood 
at $837,000,000. For all National 
Banks the low point was also reached in 
April, 1921, when this item stood at 
$2,088,000,000 and since then it has 
steadily increased, until in September, 
1922, it amounted to $2,614,000,000. 
In the latter case it is an increase of 
25.2% as contrasted with an increase 
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the New York Stock Exchange, hoy. 
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ever, did not produce such a soften; 

of rates as in previous years of pos. ™ 
depression money ease. In former cases Central 

it was not uncommon to have rates drop Reserve R 
below 1% and for considerable periods sii 
to hover between 1% and 2%. Sych ta 1 
has not been the case during the pas Samy 
two years, during. which the lowes 

monthly average of 3.88% occurred in 





July, 1922, and consequently it would 
seem that the excess contained in this 
item was not large. 

The remaining item, which may con. 
tain lending power, is that of invest. 
ments. in October, 1920, the invest. 
ment holdings of 820 reporting Mem. 
ber Banks amounted to $3,289,000,000, 
which was 19.2% of total loans, dis. 
counts, and investments. On January 
10, 1923, the total investments for 
781 reporting banks stood at $4,684, 
000,000, or 28.7% of total loans, dis. 
counts and investments. This increase 
apparently indicates a substantial reser. 
voir of lending power. Of the invest- 
ment holdings at the later date $2,491, 
000,000, or 53.5% of the total was 
in government obligations. Of this, 
$998,000,000, or about 21.3% of total 
security holdings, was in Victory notes, 
treasury notes, and certificates of in 
debtedness. Investments of this type 
seem to offer a good opportunity for 
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of 24.4% for New York City banks. liquidation in a fairly short time. Who, The sam 
These increases denote the accumula- however, would provide the money to Would follo 
tion of funds which can be drawn on take them up? The market is con- 
with a fair degree of readiness. This ; ; 
, ° ° S . led fr 
increase in funds available for use on the pated peer y Pei “i GOIN 
Table I. Cash Position of Reporting Member Banks. (000,000 omitted) HE e 
EMR css nvcncenscasces 1/4/22 4/5/22 97/5/22 10/4/22 1/10/23 lic se 
Total deposits ......... $13,684 13,735 14,680 14,879 15,495 governmen 
Cash in vault.......... $327 273 296 282 317 necessity f 
Cash to deposits........ 2.39% 1.98 2.02 1.89 2.04 the proper 
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Table Il. 
Central 
Reserve Required 2/21/21 4/28/2x 6/30/21 
Cities ..13% 13.03 12.91 12.02 
Reserve 
| Cities ..10% 10.33 10.27 10,22 
| Country 
Banks .. 7% 7-47 7-54 7-52 


Actual and Required Reserve for National Banks 


9/6/2x 3/10/22 5/5/22 6/30/22 9/15/22 
13-15 13.45' 13.74 12.73 15.11 
9.83 10.27. 10.46 10.30 10.03 
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tantly being supplied with new issues 
f municipalities and corporations, 
hich it is absorbing with varying de- 
rees of readiness. What would hap- 
pen if several hundred millions of addi- 
tional securities were thrown on the 
market? Some of the securities could 
probably be taken care of through sav- 
ings now in the form of cash, but by 
far the larger part would have to be 
financed by means of credit. This 
credit would have to come from the 
banks, with the result that the addi- 
tional demands from customers, caused 
by such selling, would leave little extra 
for commercial expansion. Further, 
such liquidation would depress prices, 
would make the banks the more unwill- 
ing to dispose of their holdings at a 
loss, and would force them to obtain 
their funds at the Federal Reserve 
Banks where the money could be pro- 
cured more cheaply. 

The same result to a smaller extent 
would follow a move to liquidate inter- 


THe exercise of control over pub- 

lic service corporations through 
governmental regulation creates the 
necessity for an equitable valuation of 
the property of these enterprises. To 
fulfil their legal obligation, to permit a 


bank items. A drop in security prices 
would follow extended calling of loans; 
this condition would make it more diffi- 
cult for the banks to sell their security 
holdings. Again, for the banking sys- 
tem as a whole, money would have to 
come from the Federal Reserve System 
or else the banks would be left in a po- 
sition little superior to that before the 
attempt at such liquidation. 


We must conclude, therefore, that 
the present lending power of banks is 
being utilized almost to capacity and 
that, while it is possible for some ex- 
pansion of loans to take place without 
resort to the Federal Reserve Banks, 
it will be impossible for any large in- 
crease to occur other than in this man- 
ner. As a result of this situation the 
Federal Reserve Banks are now in such 
a position that any substantial increase 
of loans must come directly from them 
and they will be able to control expan- 
sion and in a measure to limit its course. 


GOING VALUE AS AN ELEMENT IN THE VALUATION 
OF PUBLIC UTILITY PROPERTIES 


return on the fair value of property 
devoted to public use, the regulatory 
commissions in fixing service rates must 
establish monetary values for such 
property as a base for the computation 
of a fair return. The importance of 
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these valuations is indicated by the 
great volume and widespread owner- 
ship of public utility securities and the 
universal use of the services furnished 
by the utilities. The financial interests 
of nearly every banker and investor are 
involved in the determination of the 
value upon which a return is to be per- 
mitted, while every citizen and every 
business is concerned in the valuations 
because of their effect upon the rates 
charged for utility services. 


Among the various assets, tangible 
and intangible, upon which the utilities 
have claimed the right to earn a return, 
few have occasioned greater con- 
troversy than the item of going value. 
The current uncertainty regarding its 
existence and the large values claimed 
for it, if allowed, justify particular con- 
sideration of its valuation. 


Current Valuation Practice 


The current practice of making some 
allowance for going value in each valua- 
tion is founded on the recognition of its 
existence in several leading court deci- 
sions rather than upon any reasoned 
theory. That the bases for determin- 
ing its amount used by the several com- 
missions vary greatly is explained by 
this fact. Among the leading court de- 





—- 


1 Des Moines Gas Co. v. City of Des Moines. 
U. S. Supreme Court, June 14, 1915. 35 Sup. Ct. 
Rep. 815. “That there is an element of value in 
an assembled and established plant, doing business 
and earning money, over one not thus advanced is 
self-evident. This element of value is a property 
right and should be considered in determining the 
value of the property upon which the owner has 
the right to make a fair return when the same 
is privately owned though dedicated to public 


use.” 


2 City of Denver v. Denver Union Water Co.; 
Denver Union Water Co. v. City of Denver. U. 
S$. Supreme Court, March 4, 1918. 38 Sup. Ct. 
Rep. 278. This case concerned the condemnation 
of waterworks property for municipal purchase 


overheads should be excluded from con- 


comitant of the neriad 


cisions are the Des Moines gas case,’ th. 
Denver waterworks case,? and the Gal 
veston electric railway case.® In the 
first case the United States Supreme 
Court stated that “the element of valy: 
in an assembled and established plant, 
doing business and earning money, over 
one not thus advanced is self-evident,” 
and this statement was cited with ap. 
proval in the second. In the third and 
most recent case, a proposed allowance 
for going value as indicated and mea. 
ured by early deficiencies in revenue was 
excluded from the rate base by the 
court. But the going value concept was 
not discussed in detail nor was there 
consideration of other elements than 
the accrued deficits, since these were 
not raised by the facts before the court 
in the particular case.‘ 


No single method of measuring the 
amount of going value where its ex. 
istence is recognized has yet been 
accepted by the various commissions. 
This is evidenced by their divergent 
practice in deciding cases involving its 
valuation. The Interstate Commerce 
Commission in its valuation of the rail 
roads seems to have added five per 
cent of the physical valuation to deter. 
mine the final valuation and this allow: 
ance included going value and other in 
tangibles.*> The Illinois® and Indiana’ 





but the opinion drew upon the Des Moines ga 
case which concerned rate-making. 


8 Galveston Electric Co. v. City of Galvesien 
U. S. Supreme Court, April 10, 1922. 42 Sup. © 
Rep. 354. “The fact that a utility may reach 
financial success only in time or not at all is# 
reason for allowing a liberal return on the monty 
invested in the enterprise; but it does not makt 
past losses an element to be considered in decid 
ing what the base value is and whether the rate 
is confiscatory.” 

*For the citation and discussion of additional 
cases on going value, see R. H. Whitten, /’aluai 
of Public Service Corporations and Supplement ¢ 
1014, Ch. XXI-XXV. 

5,8,7 See next page. 
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commissions have made similar allow- 
ances of a flat percentage of physical 
value. In Missouri® and the District 
of Columbia,® among other jurisdic- 
tions, the commissions have stated that 
consideration has been given to going 
value in reaching the total valuation, 
but no specific allowance is made there- 
for. In Wisconsin,!° California, and 
Maine '? going value has been discussed 
as the deficiency of return below the 
normal going rate on investments in 
established enterprises during the early 
years of operation, but the actual allow- 
ance has frequently been a compromise 
figure In New York*'® and the 
Province of Manitoba '* the computa- 
tion of going value as the sum of early 
deficits has been specifically disallowed 
by the state commissions. 

The uncertainty of the courts and 
commissions evidenced by the decisions 
cited is unfortunate in view of the 
large amounts involved and the inter- 
ests, public and private, that an ade- 
quate revenue accrue to public utilities 
in order that investment in such prop- 
erties shall be secure and attractive. 


°H. B. Vanderblue and K. F. Burgess, Rail- 
roads: Rates, Service, Management, p. 347- 

°Re Springfield Consolidated Railway Co. Iili- 
nois Public Utilities Commission. P. U. R. 1920 
E 474. 

Re Illinois Northern Utilities Co. Ulinois Pub- 
lic Utilities Commission. P. U. R. 1920 E 908. 

"Re Laporte Gas @ Electric Co. Indiana Pub- 
lic Service Commission. P. U. R. 1921 A 824. 

‘Springfield City Water Co. v. Springfield. Mis- 


souri Public Service Commission. P. U. R. 1919 


D 853. 

°Re Capital Traction Co. Public Utility Com- 
mission of the District of Columbia. P. U. R. 
1919 F 779, 

Hill v, Antigo Water Co. Wisconsin Rail- 
toad Commission. 3 W. R. C. R. 623, 721. 
State Journal Printing Co. v. Madison Gas & 


Where assets estimated at from five to 
twenty per cent of the total valuation 
of public utility properties are involved 
it seems that a logical and uniform 
method of their valuation should be 
adopted.’®> In this article, therefore, 
an attempt will be made to develop a 
reasoned definition for going value and 
to present logical principles for deter- 
mining its amount and practicable 
methods of compensating the utilities 
for its creation. 


Definition of Going Value 


Going value may be distinguished 
from certain other intangible assets, 
often confused, which should be sep- 
arately valued. Going value has some- 
times been held to include all intangible 
assets, representing the entire differ- 
ence in value between the “bare bones” 
of a public utility plant and the same 
property equipped with an organization 
and doing business with large numbers 
of connected customers. To facilitate 
analysis of the intangible property 
values it seems that promotion and or- 
ganization expenses and engineering 





18 Board of Trustees of the Village of Lyons 
v. Wayne County Telephone Co. New York Pub- . 
lic Service Commission, 2d District. P. U. R. 1921 
A 385. 

14Re Winnipeg Electric Railway Co. Mani- 
toba Public Utilities Commission. P. U. R. 
1920 F 895. 

15In several specific cases the valuations of 
going value actually allowed have been as follows: 

$300,000 where the valuation of other assets was 
$2,240,000. Des Moines Gas Co. v. Des Moines, 
supra. 

$800,000 where the valuation of other assets was 
$12,000,000. Denver v. Denver Union Water Co., 
supra. 

$600,000 where tangible property including over- 
heads were considered worth $6,133,000. Plymouth 


Electric Co. Wisconsin Railroad Commission. 4  - Wilkesbarre Ry. Co. Pennsylvania Public Serv- 
W.R. C. R. sor, 580. ice Commission. P. U. R. 1920 F 677. 
Re Redding. California Railroad Commis- $1,500,000 where the investment in plant was 
sion. P. U. R. 1919 F 440. $8,500,000. Re Appalachian Power Co. West 
= Re York County Water Co. Maine Public Virginia Public Service Commission. P. U. R. 
Utilities Commission. P. U. R. r92t A 443. 1919 D 286. 
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overheads should be excluded from con- 
sideration, however. Promotion and 
organization expenses are costs of 
creating the corporate organization 
similar in nature to the costs of creat- 
ing the physical plant and have no 
direct relation to the cost of building up 
the business. These costs are incurred, 
moreover, before the operation is begun 
and represent an outlay of cash or its 
equivalent; on the other hand the ex- 
pense of building up the business is 
incurred during a development period 
after operations are begun and involves 
negative outlay through the sacrifice of 
return as well as the expenditure of 
money. Engineering overheads prop- 
erly attach to the physical property 
which is constructed according to the 
engineers’ designs and should be in- 
cluded in its physical valuation, which 
excludes them from consideration as an 
intangible asset. 

Going value may be defined therefore 
as the value created in connection with 
the gradual development of the busi- 
ness during the post-organization and 
post-construction period. It represents 
the sacrifice of return incurred by util- 
ity owners through the investment of 
capital in physical plant necessarily con- 
structed in advance of its full utilization 
by the community, the outlay for main- 
tenance of the surplus plant while the 
business is being developed, and the 
initial cost of selling service to cus- 
tomers. 


The Existence of Going Value 


Before the propriety of admitting 
going value as a property right is con- 
sidered the fact of its existence as an 
element of value in all public utility 
enterprises with a developed business 
should be demonstrated. 

Outlay for the purposes specified in 
the definition is an unavoidable con- 


comitant of the period of business 
development. Construction must he 
undertaken in large units in advance of 
its full utilization in order to save the 
additional expense of piecemeal con. 
struction and to provide units of suff. 
cient size to possess good Operating 
economy. In making additions to elec. 
tric generating plant, for example, foun. 
dations for all the turbines and genera. 
tors to be eventually installed must be 
laid and the powerhouse structure 
erected simultaneously to avoid the 
excessive expense of reassembling the 
organization and equipment for a con. 
struction job. The units of generating 
equipment installed must also be of the 
largest size justified by the. prospective 
demands of the community. Since the 
cost per unit of producing current is 
much less with 10,000 kw. generators 
than with 2,000 kw. generators, and 
since the operating efficiency of 30,000 
kw. generators is markedly greater 
than the efficiency of the 10,000 kw. 
units, the public utility would fail in its 
obligation to supply service at the low- 
est possible cost if its additions to plant 
equipment were not made in units suf- 
ficiently large to handle its prospective 
load economically. In the development 
of a railway or street railway business 
much of the investment in improve- 
ments must be made in advance of their 
full utilization. Line extensions of 
transportation utilities are typically 
made before the development of the 
full volume of traffic which they can 
accommodate. Overloaded singletrack 
lines must be doubletracked to maintain 
the service demanded even though the 
amount of traffic transported does not 
increase to capacity until years after the 
investment has been increased. 

This normal relation of the increase 
of plant capacity involving investment 
of capital and the increase of load is 
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‘Jlustrated by the chart below. In no 
actual case would the indices move with 
such complete regularity, but the nor- 
mal effect of the conditions inherent in 
the utility business, as described below 
the chart, is clearly indicated. 

The accumulated costs of carrying 
the surplus plant necessarily constructed 
‘n advance of utilization constitute the 
principal part of the going value asset, 
according to the definition previously 
proposed. These costs are the interest 
on the idle portion of the capital in- 
vested in physical property over the 
period in which the business is being de- 
veloped and the costs of maintaining 
that idle property in good condition. 

The second outlay which contributes 
to the creation of going value is the 








Normal Development of 
Plant Capacity and Consumers’ 
Demands in a Growing 
Public Utility Business 
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HE abrupt rises in the Capacity curve in- 
dicate the periodic addition to plant of 
large units such as complete generating sta- 
tions or long distance transmission lines in 
case of electric utilities and such improve- 
ments as extra main tracks on an entire divi- 
sion or complete new terminals in the case of 
railroads. The gradual rises in the interve- 
ning periods represent minor improvements 
such as the construction of local distribution 
lines for an electric utility or the regular addi- 
— - cars and locomotives to railroad equip- 
ent. 
The Load curve reflects the relatively 
steady increase in demand created by the — 
diversified requirements of separate consumers. 
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initial expense of selling the service. In 
the case of power utilities the negotia- 
tion of the power contracts is a costly 
procedure involving a high degree of 
selling ability and considerable engineer- 
ing research into customers’ power re- 
quirements. In the case of railways the 
expense of encouraging agriculture and 
industrial development along the rail- 
way lines for the purpose of selling the 
service is an outlay which contributes to 
the creation of established business re- 
lations of a permanent character. 
This initial cost of selling service and 
the carrying charges created by the con- 
struction of plant in advance of utiliza- 
tion may equitably be considered as 
assets to be amortized over the entire 
life of the utilities and not as expenses 
to be charged against current revenue. 
According to conservative accounting 
practice in private business these costs 
would be charged against current rev- 
enues, but in theory all costs should be 
prorated equally over the entire product 
to whose creation the outlay has con- 
tributed. In the case of public utilities 
the economical production of the service 
after capacity business is developed is 
made possible by the use of large and 
efficient physical units. These units are 
installed because it is believed that in 
future when they are operated at capa- 
city the saving in the unit costs of pro- 
ducing the service will offset the carry- 
ing charges now incurred while the 
business is being developed. Conse- 
quently the current expense of opera- 
tion after the capacity business has 
been developed does not represent the 
whole cost of serving the consumer dur- 
ing this post-development period. In 
addition to such current costs the con- 
sumer who profits from the efficiency of 
large installations after the capacity 
business has been developed is properly 
chargeable with his proportionate share 
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of the carrying charges assumed by the 
utility owners during the development 
period. 


In theory the selling expenses of a 
utility or other business should be pro- 
rated equally over each unit of the 
product sold. Assuming that the acces- 
sions of new business are permanent the 
cost of securing the new business might 
be set up as an asset over the entire 
life of the utility and not charged as an 
expense against the first few units only 
of the service sold. 


The Measurement of Going Value 


A just method of appraising going 
value, whose existence as an element of 
value is thus established, must neces- 
sarily be determined if rates are to be 
regulated to provide for its amortiza- 
tion or allow a return upon its capital- 
ized value. 


In theory, going value should be set 
up as an asset by the apportionment of 
the interest, maintenance, and selling 
expenses previously cited between the 
operating expense accounts and a going 
value asset account. The going value 
created by the interest and maintenance 
outlays would then equal the total 
charges in connection with each plant 
unit less an amount charged against the 
revenue from existing business propor- 
tionate to the ratio between existing and 
capacity output. The going value cre- 
ated by the selling expenses incident to 
the upbuilding of load or trafic would 
be the amount of new business depart- 
ment expenses which went to increase 
the volume of business beyond those 


16 Galveston Electric Co. v. City of Galveston. 
U. S. Supreme Court, April 10, 1922. 42 Sup. 
Ct. Rep. 354. “A company which has failed to 
secure from year to year sufficient earnings to 
keep the investment unimpaired and to pay a 
fair return, whether its failure was the result of 
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necessary merely to maintain it. Thus 
if an electric company secured 10,005 
kw. new business during the year and 
lost 5,000 kw. load, half of the selling 
expenses should be charged to going 
value and only the remaining half to 
operation. 


The valuation of currently created 
going value by this method is hardly 
practicable, however, because of the 
highly technical accounting which its 
application requires, while such account. 
ing records, of course, are not available 


for the purpose of establishing going 


value created during past periods. 


Since such allocation of expense ac. 
counts between capital and revenue has 
not been attempted in the past, the best 
available method for historically de. 
termining the amount of existing going 
value is the accumulation of past de- 
ficiencies in net revenue after all current 
expenses have been charged against 
current gross earnings. That the de- 
ficiencies caused by overbuilding or 
losses caused by imprudent manage- 
ment are lumped with outlays really 
necessary in building up the business 1s 
the probable reason for its disallowance 
by the Supreme Court in the Galveston 
railway case.'® 


To eliminate the disadvantage of the 
historical method of capitalizing past 
losses which may have a variety of 
causes it is submitted that the theoretical 
accumulation of going value should be 
computed by the regulatory commissions 
when it is decided to make allowance 11 
the rate base for existing going value. 
For each case or each type of utility the 





imprudence in engaging in the enterprise, of of 
errors in management, or of omission to ¢x# 
proper prices for its output, cannot erect out 
past deficits a legal base for holding confiscatory 
for the future rates, which would, on the basis 
of present reproduction value, otherwise be com 
pensatory.” 
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commissions should estimate the amount 
of outlay required to create going value 
as previously defined under reasonably 
prudent and far-sighted management. 
This method of valuing going value 
creates an incentive for exceptionally 
able and energetic management which 
would be lost if all past deficiencies in 
income were allowed as going value. If 
imprudent management has overbuilt 
the plant, incurred excessive selling ex- 
penses, or sustained losses through de- 
structive competition, the utility owners 
are properly penalized for their mis- 
takes under this method since the public 
is only burdened with the payment of a 
return upon the outlays during the de- 
velopment period which would be made 
by a reasonably able management. If 
extraordinarily good management has 
reduced the duration of the develop- 
ment period, however, it provides a 
bonus to the utility owners by making 
an allowance in the rate base for going 
value in excess of the actual outlay 
which may have been minimized by a 
particularly timely expansion program. 


Going Value as a Property Right 


Granted the existence of going value 
as an asset representing outlay and the 
possibility of determining its approxi- 
mate amount by the use of reasonable 
judgment the methods by which com- 
pensation shall be made to the utility 
owners alone remain to be considered. 


The compensation for the outlays in- 
volved in creating going value might be 
made in three ways: (1) amortization 
might be effected by the allowance of a 
higher rate of return on the physical 
Property during the post-development 
period; (2) amortization of the going 
_' Galveston Electric Co. v. City of Galveston. 
= Supreme Court, April 10, 1922. 42 Sup. Ct. 

: 354. cf. quotation above, note 3. 
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value as rapidly as created might be 
effected by the allowance of service 
rates sufficiently high to cover the cur- 
rent outlays for the creation of going 
value; (3) the permanent capitalization 
of the going value might be sanctioned 
and its amount included in the rate base 
upon which a normal rate of return is 
to be permitted. 


The first alternative, the amortization 
of going value created during the de- 
velopment period through earnings in 
excess of the normal business return 
during the post-development period, is 
the normal procedure in non-regulated 
industry. The investor in a new manu- 
facturing enterprise commonly expects 
that no dividends will be paid for sev- 
eral years and thereafter he looks for- 
ward to large earnings on his original 
A similar deferment of all 
return and the subsequent allowance of 
a rate of return somewhat in excess of 
normal interest in recompense for early 
sacrifices and risks in the case of public 
utilities should be permitted, according 
to the opinion of the Supreme Court in 
the Galveston railway case.17 The pay- 
ment of dividends in excess of the 
normal business return creates public 
suspicion that the service rates are ex- 
cessive, however, and is apt to cause 
damaging controversy and litigation be- 
fore the commissions. Compensation 
for the creation of going value by subse- 
quent amortization through earnings 
does not distinguish amortization from 
income for the stockholder and may 
cause him loss if the amortization of 
going value is afterwards held to be 
completed and earnings are reduced. 


The second alternative, current amor- 
tization of going value by imposition 
of rates sufficiently high to cover the 
outlays incident to its creation, is just 
and practicable under certain conditions. 
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When the corporate organization is 
extensive and individual plant units are 
relatively small and when the expansion 
of the business is steady and continuous, 
the burden upon the consumer and the 
return to the utility owner are the same 
whether the going value costs are paid 
for out of current earnings or capital- 
ized. In vast consolidated utility 
operations such as those of the New 
York Central Railroad or the American 
Telephone & Telegraph Company, ex- 
tensive additions to some portion of the 
plant are made each year. The burden 
of carrying plant in advance of utiliza- 
tion and the amount of selling expenses 
are accordingly about the same in each 
period, and in practice no injustice to 
consumers results from failure to spread 
such costs over the entire life of the 
property. The going value costs of a 
single year are approximately the same 
as an annual return on the accumulation 
of going value costs over a series of 
past years. If the costs of creating 
going value as previously defined are 
charged against current revenues, as 
would be done under the more conserva- 
tive and usual accounting practice, the 
utility is justly recompensed for its out- 
lay while its customers of the future are 
not inequitably favored at the expense 
of its customers of the present period. 


Where the customers of a utility pay 
its development costs currently through 
regular service rates sufficient to cover 
such outlay as rapidly as it is made, 
going value should not be included in 
the rate base upon which the company 
should have a right to earn a return. 
Under these circumstances such inclusion 
is inequitable, since it results in double- 





18 The regulatory commissions have consistently 
supported this view. See Davis v. Pennsylvania 
Gas Co. New York Public Utility Commission, 
2d District. P. U. R. 1921 B 342. 
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charging the utility customers for the 
outlay made by the utility owners. Hay. 
ing collected revenue sufficient cy. 
rently to amortize the cost of creating 
going value, the utilities cannot properly 
claim the right to earn a return upon 
going value as an asset since it js an 
asset for which they have made no sacri. 
fice or capital outlay."® As previously 
demonstrated, going value is an element 
of value which attaches to every de. 
veloped utility business, and its existence 


is not terminated by amortizing its cost | 


currently when the circumstances of the 
utility make it desirable to do so. When 
amortization is effected by rates charged 
the public sufficiently high to cover its 
cost, this element of value ceases to be 
property upon the value of which the 
utility owners have the right to earn a 
return, however, and its valuation has 
no practical significance. 


Where the property of a utility cor- 
poration consists of a single operating 
unit necessarily constructed at one time, 
such as the water-power development 
of the Mississippi River Power Com- 
pany at Keokuk, Lowa, it seems that 
capitalization in the rate base of the 
going value costs incurred during the 
early years of operation should be 
permitted. Their current absorption 
through rates on the small initial load 
is obviously impracticable, since the 
rates would have to be set at a pro 
hibitive level to cover these costs. As 
suming that their subsequent amortiza- 
tion through the grant of an extraordina- 
rily high rate of return is impolitic, the 
costs to the company of creating going 
value must be capitalized in the present 

East Chicago v. East Chicago & Indiana Harbor 
Water Co. Indiana Public Service Commussio 
P. U. R. 1922 A 206. 


Re Wood River Power Co. Idaho Public Utili- 
ties Commission. P. U. R. 1921 B 531. 
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rate base if its owners are ever to be 
compensated for their outlay. 


Conclusion 


Going value is created by the outlay 
of cash or the sacrifice of return in the 
process of developing the business of 
every public utility. Its amount may be 
measured approximately by an analysis 
of the costs necessarily incurred under 
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good management in the process of de- 
veloping the business. Compensation 
for this outlay must in justice be given 
to the owners of the utility either 
through current amortization of the 
going value asset, through deferred 
amortization, or through capitalization. 
The choice of method will depend upon 
the nature of the particular utility busi- 
ness and considerations of public policy. 
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CASE STUDIES IN BUSINESS 


1. TINKHAM, LITTELL, INC. 


An Analysis of the Organization of a Sales Force 


INKHAM, LITTELL, INC., 
i decided in 1918 to consoli- 
date the sales forces and sales 
branches of its seven lines in order to 
eliminate duplication of sales effort. 
The firm originally manufactured one 
line and later purchased plants making 
six other unrelated lines of products. 
Tue following table lists the products, 
sales outlets, and number of sales 
branches maintained for each product 
up to 1918: 
Number 


of Sales 


Products ! Customers Branches 


“A” Coal, iron and copper mines, 

stone quarries, public im- 

provements, railroads, etc. 12 
“B” 60% automobile manufac- 

turers, 40% toilet gouds 

and specialty manufac- 

RS ES FSR REN eT 5 
“C” Automobile and _ furniture 

manufacturers ......... 3 
OE. WD Sip dais tawans 4 
“E” Large manufacturers...... 2 
"Pe ho bs no ehen es 2 
“G” Paint manutacturers....... 4 


Total number of branches.. 32 
Original Organization 


For several years the company had 
been dissatisfied with what appeared to 
be costly duplication of sales effort. In 
Chicago, for example, there were five 
separate offices, each with a sales force 
for a single product of Tinkham, Lit- 





1The specific names of the products have been 
omitted to prevent the disclosure of the identity 
of the company. 
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tell, Inc. The original organization js 
indicated in Chart I; only the organiza. 
tion for “A” product is shown. The 
organization is similar for eack of the 
other six classes of products. 


Each of the seven lines of products 
was sold by a separate sales organiza. 
tion with a Vice-President in charge, 
Control of production was separated 
from control of sales for each line of 
products. A Director of Sales at the 
home office controlled the branches, 
Each branch manager was an expert 
in the product sold by his branch and 
salesmen were specialists in the one 
line. If a customer purchased more 
than one line of products, it was 
necessary to have separate salesmen 
from separate branches call upon him. 
Since salesmen could not deal with 
buyers of other lines of products than 
their own, separate representatives of 
the company had to be sent to each in. 
dustrial community to sell each line of 
products. In a small industrial center 
there might be only one user of a line 
of products; nevertheless, if the com 
pany wished to compete for the bus: 
ness, it had to bear the expense of send- 
ing its salesman of that line to the pro- 
spective customer. 


Executives of the company desired 
to save expense by eliminating visits 
by separate salesmen to individual 
buyers who purchased more than one 
line and by consolidating under one 
salesman the work of selling the various 
products among average and small sized 
users. 
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= 
Chart [. - Original Organization 
Stockholders 
I 
Directors 
l 
Executive Committee 
i i 
President 
l l L i } j 
= ir “3 Sm er 
Vice-President} |Vice-President These six other products organized same as “‘A” products 
in charge of a. — of ' 
Sales of anufacture 0 i ‘ . 
“A” Products “A” Products — a “Dp” ie “-" “Gq” 
1 i L i l i j it 
Director . Director of 
Sales o " 
“K” Products — 
L it it | | i | i 
Branch Office Plant 
Managers Manager 
| i we ] i 1 L 
Salesmen Mill 
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The Jamestown Plan 


It was decided to experiment in the 
Jamestown district. Jamestown was 
chosen because it was a district with 
an average volume of sales and a 
good diversification of industries. The 
branches for the several products there 
were consolidated into one branch office 
under one General Sales Manager and 
the work of selling the various products 
among average and small sized custom- 
ers was combined in individual sales- 
men who now sold all seven lines of 
products. Specialists were still retained 
to sell to the larger users of each line 
of products. 


The experiment was a success. It 
resulted in an increase in the total 





volume of sales and the development 
of new accounts. It was found that 
some industrial concerns, which before 
the experiment were buyers of only one 
product from the company, were now 
purchasers of more than one line. The 
reason for this usually was that the 
volume of purchases in the extra lines 
was so small that it had not been ad- 
visable for salesmen in these lines to 
solicit such business under the original 
organization. Salesmen, furthermore, 
were enabled to solicit customers whose 
annual purchases in a single line were 
not large enough to warrant a call 
under the original plan, but whose 
combined purchases under the new 
plan made up a volume sufficient to 
justify a salesman’s attention. 
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Because of its success in the James- 
town district the principle of the plan 
was adopted as a national policy in 
1918. The branch office and field plans 
of each district, however, had to be 
adapted to territorial conditions, but 
in general this plan is indicated in 
Chart II. 

Under the Jamestown plan there was 
a centralization of the marketing of all 
the seven lines of products in the Gen- 
eral Director of Sales. Under the orig- 
inal organization the seven different Di- 
rectors of Sales—one for each line of 


products—reported to the Vice-Pres 
dent who was in charge of that line of 
products. Under the Jamestown plan 
the number of Directors of Sales 
the central office was not changed, but 
all seven Directors of Sales were te. 
sponsible to the General Director of 
Sales instead of each Director of Sales 
being responsible to his respective Vice. 
President in Charge of Sales of the 
particular line. 

The plan provided for the centraliza. 
tion in the district of all sales super: 


vision and control for all seven lines of : 
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products in one branch office. The im- 
mediate result was the reduction in num- 
ber of branch offices from 32 to 13. 

Under the Jamestown plan the con- 
solidated salesmen, who sold all seven 
lines of products, were expected to elim- 
inate duplication of sales effort. These 
salesmen called on customers whose 
total purchases in any line, including 
purchases from competitors of Tink- 
ham, Littell, Inc., were large enough 
to justify either one or two calls a year. 
Special salesmen were retained under 
the branches to sell single lines to cus- 
tomers whose total volume of purchases 
in a line from all sources was large 
enough to justify either four or six calls 
a year. 


Disadvantages of the Jamestown Plan 


Although the experiment in the single 
district indicated that the plan had ad- 
vantages, it did not succeed as a na- 
tional sales policy. Soon after the 
adoption of the Jamestown plan, re- 
ports came from three of the larger 
branches that, since each of the differ- 
ent products required in its selling tech- 
nical knowledge of its character and 
uses, one salesman could not success- 
fully sell the seven specialized lines of 
products. For example, in selling lac- 
quers to a radiator manufacturer, the 
salesman had to know the action of the 
product when subjected to varying de- 
grees of heat in the manufacturing proc- 
esses. Unless the purchases of the cus- 
tomer were large enough to place him 
under the special salesmen, he could 
not receive highly skilled technical ad- 
vice until the consolidated salesman got 
into difficulty and sent for the special 
salesman. It was evident, furthermore, 
that different types of salesmen were 
needed to sell to different types of 
buyers, The best man to sell to buyers 
of “A” products was not likely to be 
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the best man to sell to buyers of the 
other lines. It was found also that 
consolidated salesmen frequently had 
favorite lines of products which they 
pushed to the neglect of other lines of 
products. This showed, incidentally, 
the line of products for which the sales- 
man was best adapted and proved that 
some salesmen had been in the wrong 
line under the original plan. 

Another weakness of the Jamestown 
plan was the centralization of sales au- 
thority in a General Director of Sales, 
with a division of this authority to seven 
subordinate executives called Directors 
of Sales; the authority was then dele- 
gated to and centralized in the manager 
of the branch. The manager of the 
branch was responsible for the sales of 
the specialists who sold only their re- 
spective lines, and of the consolidated 
salesmen who sold all seven lines of 
products. The problems of supervision 
of the consolidated salesmen by the 
branch manager and their difficulties in 
selling were increased by the fact that, 
in general, each line of products is used 
in a separate industry. The attempt to 
contro] the sale of seven unrelated prod- 
ucts, through one branch manager who 
received his authority from seven di- 
rectors of sales, appears to have re- 
sulted in confusion in some of the 
branches. Under this plan the company 
was unable to attach responsibility to 
the individual salesman for changes in 
the volume of sales; under the original 
plan, however, these responsibilities 
could be fixed definitely as there was a 
complete separation of sales effort by 
product. 

A further objection to the Jamestown 
plan was double solicitation of some 
customers on the part of the consoli- 
dated salesmen and the specialists. A 
consolidated salesman, for example, 
calling upon a prospect whose require- 
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ments in a particular line had not pre- 
viously been developed, might sell him 
a volume large enough to place him in 
the class of customers reserved for the 
special salesmen. It also developed 
that concerns in some cases were buyers 
of more than one line of the company’s 
products and were in different classes 
for the different lines. Under excep- 
tional circumstances, however, when the 
requirements were in excess of the phys- 
ical ability of the specialists, the Branch 
Sales Manager might permit the con- 
solidated salesmen to help out in mak- 
ing these calls within the limited time 
for making the four or six calls per 
year. 

In order to carry out the Jamestown 
program of intensive selling for secur- 
ing small orders, it was necessary to 
increase the sales force rather than to 
reduce it as had been anticipated. It 
was found that there was no economy 
even in floor space used for branch 
offices. In the three Jargest branches 
new officials had to be appointed for 
administrative purposes, and the dupli- 
cation of sales supervision increased 
selling costs. Despite the elimination 
of nineteen branches, the percentage of 
selling costs to net sales rose and the 
percentage of net profit decreased, but 
the amount of total profit in dollars and 
cents increased during the operation of 
the Jamestown plan because of an in- 
crease in volume of business. 


Objection to the Discontinuance of the 
Jamestown Plan 


These difficulties with the administra- 
tion of the Jamestown plan of organ- 
ization led several of the executives of 
Tinkham, Littell, Inc., to believe that 
it should be discarded and the original 
sales organization restored. Company 
opinion was divided. The old organ- 
ization had been unsatisfactory because 
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of the costly duplication of sales effort 
Yet responsibility could be placed def. 
nitely under a system organized accord. 
ing to product; each salesman was re. 


sponsible for the sale of his line in his th 
territory; straight lines of authority ran 

directly from the president to the sales. rela 
men. It was realized, however, that 

the abandonment of the Jamestown 

plan might have a bad effect on the and it 
morale of the sales organization. [f Mijchange wo 
the company went back to the old plan, the compa 
it would be necessary in the three larg. MRunwicldy. 

est branches to demote the officials who Tl 

had been appointed for administrative “ 
work in connection with the respective In Octo 
lines of products, unless they could be MB pany went 
made branch managers for individual MBoriginal 
lines of products. Further objection to #@ Chart III 
its discontinuance came from those dis. The pr 
tricts in which a large volume of business HB over both 
from small orders had been developed. i concentrat 
In those fields the company had not HB sale of ea 
been able to develop small order busi- HB goes back 
ness under the old plan, but the James- it decentr 


town plan had been successful in reach. 
ing small buyers. It enabled the com- 
pany to call upon small customers whose 
annual purchases of one line were not 
large enough to warrant a salesman’ 
visit under the original plan and to de- 
velop new accounts with customers 
whose purchases in some lines were too 
small to warrant calls by salesmen of 
those lines. 

Although the ratio of selling costs 
to sales had risen, it was pointed out 
by the proponents of the Jamestown 
plan that it had been used during 4 
period of extraordinary fluctuations n 
business conditions; and that, as bus 
ness showed further improvement, the 
percentage of selling costs might be 
pected to decline because the organiza- 
tion would not have to be expanded pro- 
portionately to handle the increase i 
volume of sales. As they stated, the 
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amestown plan was instituted at a 
ime when all costs had risen to ab- 
ormal heights and were still rising. In 
1921, when its discontinuance was sug- 
ested, the volume of sales was low 
nd the costs of labor and supervision 
ere relatively high. In addition 
o this, the system had been costly to 
install, buyers had become familiar with 
i, and it was feared that another 
change would suggest to the trade that 
the company’s organization had become 


unwieldy. 


The Present Organization 


ive 

ive In October, 1921, however, the com- 
be MB pany went back to a modification of the 
ial MBoriginal organization as shown by 


Chart III. 

The present plan is an improvement 
over both its predecessors in that it 
concentrates contro] of manufacture and 
sale of each line in one individual. It 
goes back to the original plan in that 
it decentralizes the sales control of all 
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lines and operates the branches and field 
forces for each line separately, thus do- 
ing away with the consolidated offices 
and consolidated salesmen. It made 
necessary the reopening of a number 
of branches which had been closed after 
the introduction of the Jamestown plan. 
Each salesman now sells only one prod- 
uct in a specified territory for which he 
is responsible. There has been a res- 
oration of the direct line of respon- 
sibility in the sale of each product. 
Under the Jamestown plan there was 
centralization in one man of supervision 
of sales of all seven products in a ter- 
ritory; whereas, under the present plan, 
as far as the different localities are con- 
cerned, there is decentralization of this 
duty arnong several branch managers 
who report back to the Director of 
Sales for the single line of products 
sold by the branch. 

There is still a difference of opinion 
among the officials of the company as 
to the relative advantages of the pres- 
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ent and the Jamestown plans of organ- 
ization. Some of the executives still 
believe that some modification of the 
Jamestown plan would give the advan- 
tages of the elimination of duplicate 
sales effort without the disadvantages 
which caused the change to the present 
plan and they believe that eventually 
some modification of the Jamestown 
plan must be adopted. 

The president of the company, in 
commenting on the Jamestown plan, 
stated that the extraordinary fluctua- 
tions in business during the period in 
which the plan was in effect would prob- 
ably render any conclusions drawn from 
the data erroneous and that it should 
not be assumed by other business con- 
cerns manufacturing a diversified line 
that the return of the company to a 
decentralized sales plan is proof that 
consolidated sales effort is not perfectly 
feasible.* 


Conclusion 


From the consideration of the prob- 
lem of Tinkham, Littell, Inc., the con- 
clusion is drawn that products which 
are to a degree unrelated and which 
require technical knowledge in selling 
and are purchased by different classes 
of customers can ordinarily be sold most 
successfully through a sales force which 
is organized according to lines of prod- 
uct. The present plan of organization 
as shown in Chart III is better than 
the Jamestown plan because the sales 
effort is exerted according to lines of 
products. Since the separate products 
are used in different industries, this 





2 The president mentioned two large distribut- 
ing manufacturers who are said to be successful 
examples of concerns selling diversified lines 
through one set of salesmen. 


really means that in this company the 
sales effort is organized according to 
industries, to a considerable extent, |; 
the products of the company, although 
varied, were all sold to the same qs. 
tomers, the problem of specialty sales 
men—-seven separate men calling on one 
customer in that case—would be quite 
different from the present case where 
as a general rule only one man calls 
on a customer under either plan. |p 
spite of the comments made by the 
executives of the company and the cav. 


tion of the presideit that the period 


under investigation was not one of nor. 
mal business conditions, the principle 
remains that unrelated lines which re. 
quire technical knowledge in selling and 
are sold to different industries should 
be sold through a sales force which is 
organized according to product or in. 
dustry; provided this does not result in 
excessive loss of time by salesmen who 
are working in small communities. 

As a corollary to the above, the de. 
duction is made that production and 
sales of each separate product should 
be coordinated in one individual to pro- 
vide for the best adjustment between 
production and market requirements. 
Previously, responsibility for these two 
phases of the business was placed in 
two different men between whom there 
may not always have been the fullest 
cooperation. The points of view of the 
sales manager and of the production 
manager often do not coincide on prob- 
lems which affect both. Production and 
sales should be coordinated throughout 
the organization on the basis of product. 
The General Manager for each line 
now brings about complete cooperation 
between the sales force and the factory, 
thus carrying out this principle. 
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2. THE LANSDOWNE COMPANY 


A Case Dealing with the Decreasing of Seasonal Variation in Production 


HE Lansdowne Company, which 

manufactures 8,000 varieties of 
small tools and utensils, faces the 
problem of leveling its production 
peaks. The demand for its products 
's heaviest in the late spring and fall. 
In the winter and summer months, the 
factory production drops almost 50 per 
cent, and one-third of the labor is laid 
of. The plant is in a large city where 
the men can drift into other industries, 
and g5 per cent of those who are laid 
of do not return. The constant over- 
head charges are also a source of loss 
during the period when production is 
small. These losses can be eliminated 
if a means is found of increasing pro- 
duction from January to March and 
from June to August. 

Three methods of solving the sea- 
sonal problem have been considered by 
the Lansdowne Company. The sim- 
plest in theory is to influence retailers 
to buy in the off-season. This method 
has been tried successfully by manufac- 
turers of other types of products, but, 
because competition is exceptionally 
keen in this field, retailers feel them- 
selves under no compulsion to buy Lans- 
downe products except during periods 
of active consumer demand. Two years 
ago an extensive sales campaign was 
carried on for the purpose of leveling 
the sales peaks. The result was an in- 
crease of 10 per cent during the dull 
season, but, because of the general 
publicity of the campaign, there was 
also an increase of 25 per cent during 
the busy months. Total sales were 


increased, but the seasonal problem was 
made worse, 





The second possible method is to 
manufacture for stock during the off- 
season. Past experience with this meth- 
od has shown that carrying charges are 
heavy and that there is uncertainty in 
predicting demand requirements several 
months in advance. The saturation of 
the market, however, is more important 
since it makes impossible, without ex- 
cessive sales cost, the disposal of the 
volume of products which the plant can 
produce if operated at capacity through- 
out the year. An average production 
rate of 65 or 70 per cent of capacity 
now satisfies an annual demand which 
was expanded by the recent sales cam- 
paign to the maximum that can be ex- 
pected at present. Even if the seasonal 
peaks were eliminated by this method, 
the permanent under-capacity produc- 
tion of the factory would remain a se- 
rious problem. 

The third possible method is to ac- 
quire other lines with other seasonal 
peaks. By this method the plant can 
be operated more nearly at the same 
rate throughout all seasons, and its effi- 
ciency can be raised by the accompany- 
ing increase in the total volume of pro- 
duction. A few years ago this plan 
was tried by contracting for special 
orders, mostly deep drawn work, for 
other manufacturers. In 1920 these 
orders stopped entirely and, when other 
business revived in the spring of 1922, 
the special work failed to reappear. 
The advantage of the greater control 
over its own branded products as com- 
pared with that over the special orders 
was then evident to the Lansdowne 
Company. 
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The adoption of one or more new 
lines whose marketing could be con- 
trolled would be the best solution if 
those lines were well chosen. In con- 
sidering new products the importance of 
coordinating the sales, production, and 
financial policies of the business should 
be recognized. The Lansdowne Com- 
pany has been offered the right to manu- 
facture and sell a new type of automobile 
spotlight. Since the seasonal element 
is only one of several important con- 
siderations, it is suggested that the value 
of the spotlight or of any other pro- 
posed products be analyzed by means of 
the following questions which should 
serve to bring out the salient points of 
market possibilities and of production 
requirements : 


MARKETING. 


1. Are the unique selling points sufficiently 
attractive to create a demand? 

2. During what months will the demand 
be heaviest ? 

3. Can the new product compete with sim- 
ilar ones now on the market? 

4. Can it be sold by the same selling meth- 
ods that are already developed? 

5. Can sales be made by the same sales- 
men? to the same customers? 

6. What is a reasonable estimate concern- 
ing the probable sales and the perma- 
nence of the market? 

7. Is the new product fully protected by 
patents ? 


PRODUCTION. 


1. Are the present machines adapted to the 
new product? What new tools and 
machines and how many are needed? 

. What is the probable factory cost? 

3. Will the seasonal peaks of this product 
help to fill in the present depressions 
in the volume of production? 

4. Is the space required for the new prod- 
uct available without additional con- 
struction ? 

5. Are there new difficulties in production 
such as the need for larger inventories 
or greater skill than the present prod- 
ucts require? 


N 


6. How long will it take to do the prelim. 
nary work necessary before Starting 
production ? 

FINANCE. 


1. How much new capital is required? 

2. Will outside borrowing be same 

3. Will the probable profits be a fair re- 
turn on the investment? 


Marketing Features of the Spotlight 


The control device would be the im. 
portant selling point of the spotlight 
since in other ways it is not unique. It 
is operated by means of a handle at 
the end of a flexible cable. 
handle is turned, the light moves hori. 
zontally; when it is pushed or pulled, 
the light is tilted vertically. This means 
of control would be an obvious con- 
venience, especially in the case of closed 
cars or of cars with curtains. 

The heaviest sales of automobile ac. 
cessories are made at the times when 
new cars are purchased. Since the de- 
mand for all automobiles is greatest in 
the early spring, and for closed cars in 
the early fall, the sales peaks of the 
spotlight would come at those times. 
The seasonal situation of the Lans. 
downe Company could be improved by 
manufacturing the spotlight from Janu: 
ary to March for the spring trade, and 
from June to August for the autumn 
trade. 

An estimate of production costs 
shows that the light could be sold profit: 
ably for $5 to retailers who would re 
sell at $7.50. At this price it could 
compete favorably with other high- 
grade lights. 

A part of the present output of the 
Lansdowne Company consists of small 
tools for automobiles.» These are sold 
to retail accessory dealers and to manu: 


facturers who supply their new ats J 


with tool kits. The potential buyers 


of the spotlight are already a 


of some of the other products. 
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d be marketed, therefore, without 


coul or 
the expense of hiring new salesmen or 


of finding new customers. A catalog 
‘s now used for advertising purposes. 
The spotlight could be featured in the 
catalog and special circulars might be 
eflective in introducing it to the acces- 
sory dealers. 

The marketing problem hinges on the 
sales estimate. It would be little more 
than a guess, however, to base the esti- 
mate on a certain percentage of the 
total number of car owners in the coun- 
try. The relative importance of closed 
cars, however, for which the light is 
best adapted, is shown by the fact that 
they comprised about 800,000 of the 
2,287,000! cars produced in 1922. 
When the spotlight was first considered, 
the Lansdowne Company’s salesmen 
were instructed to estimate the number 
that the customers in their territories 
would buy. After reducing these esti- 
mates to conservative figures, it appears 
that sales of 10,000 could reasonably 
be expected during the first year. 
Larger orders might be secured from 
automobile manufacturers for use as 
standard equipment; but since these 
orders are uncertain, a minimum sales 
estimate should exclude them. 

The Lansdowne Company could ex- 
pect a permanent market unless the 
light is later surpassed by that of some 
other manufacturer. Spotlights are 
not the type of fad which is popular 
one year and which disappears entirely 
the next. The right to manufacture the 
light would be permanent during the 
life of the patent, since the inventor 
olters this concession in return for a 
reasonable royalty. 


Production Aspects of the Spotlight 


_ The production of the light would 
involve deep drawn work, screw ma- 


‘National Automobile Chamber of Commerce. 
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chine work, nickel plating, and assem- 
bly, wiring and soldering. There is an 
ample supply of presses for the deep 
drawn work and a well-equipped plat- 
ing department. The screw machine 
department, however, consists of anti- 
quated equipment which practically has 
been scrapped. The factory, more- 
over, has no equipment for assembly 
and lacks experience in wiring and deli- 
cate soldering. 

An estimate of the costs of produc- 
tion was made, and it was found that 
the cheapest method of manufacture 
would be to do only the deep drawn 
work, plating, and assembly at the plant 
and to have the screw machine work 
done under contract by another factory. 
On the basis of 10,000 lights per year, 
the factory cost, including the inventor’s 
royalty, was estimated at $3, and the 
necessary investment in tools and equip- 
ment at $30,000. This plan would re- 
sult not only in the lowest production 
costs but also in the lowest investment 
in tools and equipment. The latter 
would be particularly desirable in view 
of the new and untried character of 
the product. The drawing press and 
plating departments which present the 
greatest problems of seasonal valleys, 
moreover, would be utilized. Although 
the production of the light would not 
keep all the equipment in these depart- 
ments busy, it would reduce idle time 
charges by utilizing some machines 
which otherwise would be shut down. 
All the screw machines are obsolete, 
and it would be found practicable to 
remove them and to use this space for 
the assembly department. 

The problem of securing adequate 
and experienced help for the assembly 
work could be solved by hiring a fore- 
man who was familiar with the proc- 
esses involved and by subdividing the 
work so that girls could be readily 
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trained to do the individual operations. 
The production department is familiar 
with the other work and could utilize 
men who otherwise would be laid off. 


The question of inventory is not of 
great importance. There is always on 
hand sheet metal which is suitable for 
the shell of the lamp, and the remainder 
of the parts, including glass, sockets, 
goosenecks, and wire, could be ordered 
in the quantities desired for production. 
With two manufacturing seasons, the 
company could expect to turn its inven- 
tory twice a year. The maximum 
amount tied up in raw material, work 
in process, and finished goods normally 
would not exceed $15,000. The time 
necessary to redesign the light for eco- 
nomical production, to secure the neces- 
sary dies and tools, and to complete the 
first lot of 5,000 should be approxi- 
mately one year. 


Capital Requirements and Expected 
Profits 


The maximum cash requirements for 
the first year of production would be 
about $60,000, consisting of $15,000 
for inventory, $30,000 for new tools, 


4. THE HAMMETT MANUFACTURING COMPANY 


A Discussion of Methods of Relating Advertising to the Business Cycle 


HE Hammett Manufacturing 
Company, which is located on 

the outskirts of a large eastern city, 
manufactures an extensive line of paper 
products, including labels, jewelry 
boxes, tags, tissue paper, and paper ar- 
ticles for the holiday trade. For the 
purpose of control these products are 
classified into two main divisions—(1) 
The ultimate consumer line, consisting 
of merchandise sold to retailers for re- 
sale; (2) The industrial line, consisting 
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$10,000 for advertising, and $5,000 
for other working capital. The finan. 
cial position of the business is suf. 
ciently strong to make outside borrow. 
ing unnecessary. The gross profit on 
10,000 lights based on a factory cost of 
$3 and a selling price of $5 would be 
$20,000. Of this amount 20 per cent 
of the factory cost, or $6,000, should 
be deducted for selling and commercial 
expense, and $10,000 for initial adver. 
tising. The net profit of $4,000 which 
would be realized the first year would 
amount to only a 6.7% return on the 
capital invested. The manufacture of 
this article in the dull season, however, 
would decrease the overhead and manu. 
facturing expenses of the other prod- 
ucts. In addition, the direct return on 
the spotlight enterprise would increase 
in succeeding years, since it would not 
be necessary to spend such a large pro- 
portion of the gross profit for adver. 
tising. 

Since the sales, production, and finan- 
cial requirements of the spotlight could 
be coordinated efficiently with its pres- 
ent business policies, the Lansdowne 
Company should proceed with the steps 
preliminary to its manufacturing. 


of merchandise sold to large consumers 
for their own use. 

In the past the company has been 
faced with numerous production and 
distribution problems because of fluctu- 
ations in its volume of manufacture. 
To overcome these difficulties it has 
added lines from time to time, and it 
has established a committee to develop 
new merchandise for release in periods 
of depression. This latter plan has met 
with considerable success. In the case 









































of tags, for example, it has been found 
that customers who would not buy ordi- 
nary tags were willing to buy tags with 
new and attractive designs. _The com- 
pany also has related its building pro- 
gram, purchasing and sales plans to the 
business cycle. In periods of pros- 
perity building activity is curtailed, for 
costs of labor and material are high; 
purchases are made on a hand-to-mouth 
basis, although proper allowance is 
made for the production needs; and 
new salesmen are hired and trained. 
[n periods of depression, on the other 
hand, building activity is carried on 
where advisable, for costs of labor and 
material are comparatively low; pur- 
chases are made with less conservatism ; 
and the salesmen who have been trained 
in the time of prosperity are sent out 
to obtain business. 

For many years the Hammett Manu- 
facturing Company has been a small 
user of advertising space. In 1919, 
however, it felt that competition and 
the trend toward increased publicity 
justified the employment of advertis- 
ing on a larger scale, and this in turn 
necessitated the adoption of definite ad- 
vertising policies. In this connection, 
the question arose as to when and in 
what amounts the advertising appro- 
priation should be utilized. There ap- 
peared to be three alternatives: first, 
to advertise continuously and, allowance 
being made for normal growth, to spend 
an equal amount each year; second, to 
advertise heavily in periods of pros- 
perity and lightly in times of depression; 
and third, to advertise heavily in times 
of depression and lightly in times of 
prosperity. 

lhe chief advantage of the first pro- 
posal is the cumulative effect which 
would be gained from steady repeti- 
tion. In a period of depression, how- 
ever, the volume of advertising would 
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probably be of little assistance in effect- 
ing the introduction of new lines and 
in stimulating the morale of the newly 
added salesmen. Again, in a period of 
prosperity when the company has all 
the orders it can take care of, the 
volume of advertising would be in ex- 
cess of what was needed. 

The second alternative aims to make 
a strong appeal when the consumer is 
in a prosperous condition and sales re- 
sistance is low. This practice, which 
is made easier by the readiness of funds 
during prosperity, is followed by many 
manufacturers. Its weakness lies in the 
fact that it is most effective in securing 
orders when the company needs them 
the least, and it is least effective in se- 
curing orders when the company needs 
them the most. 

The third alternative seems to com- 
bine a minimum of disadvantages with 
a maximum of advantages. From the 
standpoint of cumulative effect, it would 
probably not have the force of the first 
alternative. On the other hand, it 
would tend to assist in securing orders 
when the company was most in need 
of them, and at the same time it would 
increase the prestige of the company 
over non-advertising competitors. Fur- 
ther, the third alternative would coin- 
cide with the company’s cyclical policies. 
Increased advertising would be essential 
to the introduction of new lines in times 
of depression and it would be effective 
also in stimulating the morale of the - 
salesmen. 

Largely for these reasons the Ham- 
mett Manufacturing Company favored 
the third alternative. It adopted a 
plan requiring that advertising appro- 
priations should be formed in accord- 
ance with a five-year cutlook and that 
annual amounts based on average con- 
ditions should be set aside. In good 
times the advertising was to be exceed- 
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ingly moderate, just enough to retain 
the momentum and to keep the Ham- 
mett name and merchandise before the 
public. In periods of depression, how- 
ever, all forms of publicity were to be 
employed to the fullest degree, and the 
advertising appropriations which were 
not used during the time of prosperity 
were to be utilized. 


In accordance with this decision, the 
Hammett Manufacturing Company ad- 
vertised lightly in the prosperity years 
of 1919 and 1920; but in 1921 it in- 
creased the advertising appropriation 
to 3% of sales. In 1922 business con- 
ditions were slightly improved with the 
result that the advertising appropria- 
tion was decreased to about 2% of 
sales. Since the company expects that 
business conditions in 1923 will be bet- 
ter than those of 1922, it is now reduc- 
ing the advertising appropriation to 
1.5% of sales. 


The effectiveness of this advertising 
policy cannot be judged finally until it 
has stood the test of several business 
cycles. Thus far, however, the results 






















have been satisfactory. In 1919 and 
1920 sales were maintained with , 
minimum expenditure for advertising, 


and during 1921 and 1922 the sale Jones, Fra 
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Jones, Franklin D. TRADE ASSOCIATION 
AcTIVITIES AND THE Law. A discussion 
of the legal and economic aspects of collec- 
tive action through trade associations, New 
York: McGraw-Hill, 1922. 360 pp... $3 
ALTHOUGH an incomplete survey by 
the Department of Commerce a few 
years ago showed the existence of over 
1,000 trade associations in this country, 
a surprising lack of appreciation of the 
importance of the movement is evident. 
The absence of clearness of concept of 
their proper activities and the general 
haze surrounding the subject are for- 
cibly illustrated in the recent correspon- 
dence between Secretary Hoover of the 
Department of Commerce and Attorney 
General Daugherty. 


Since little of a critical nature has 
been written in this important field, the 
present treatise is accordingly the more 
welcome. Mr. Jones, as a member of 
the Bar of the United States Supreme 
Court, .s in a position to give impartial 
observation and scientific analysis to the 
problem. In this distinct contribution 
to the literature of the subject the 
author presents and analyzes both the 
economic and the legal aspects of trade 
association activities. 


The book contains brief explanations 
of the laws governing competition and 
their purposes. It explains, further- 
more, the usual trade association activi- 
ties with a clear and interesting dis- 
cussion of the economic benefits of these 
functions to the trade and to society as 
a whole. In most cases the point is 
shown at which these activities may 
enter the “twilight zone” of doubtful 
legality. The codification of fair prac- 
tices; the compilation and broadcasting 
of basic facts; the use of uniform ac- 


REVIEWS OF BUSINESS LITERATURE 


counting systems; the gathering of cost 
data; the need of a standardization pro- 
gram; the value of research; construc- 
tive suggestions on labor relations; 
methods and benefits of cooperative 
advertising; various protective activi- 
ties, such as credit, insurance, patent, 
trade-mark, and design bureaus; the de- 
velopment of commercial arbitration; 
and the field of foreign trade are dis- 
cussed in these chapters. In the closing 
chapters Mr. Jones shows the need of 
closer relationship between govern- 
mental agencies and trade associations 
and summarizes the collective activities 
prohibited by law. A complete appen- 
dix gives the text of the laws affecting 
trade associations and the correspon- 
dence between the Department of 
Commerce and the Department of Jus- 
tice upon association activities. 

The discussion is substantiated by 
citations from legal cases, contem- 
porary literature, and actual practice. 
Although written primarily for associa- 
tion officials and members, Mr. Jones’ 
contribution to business literature con- 
tains material of interest to any busi- 
ness man. It may be used as a guide 
in the formulation of association poli- 
cies, and, through the citations, as a 
reference for a more exhaustive study 
of detailed points. 


Fisher, Irving. THE MAKING oF INDEX 
NumsBers. Boston: Houghton, Mifflin, 
BE iniicnebaaeh wets ceca $7.50 
Wiru the extended use of index 

numbers, this book comes to fill a dis- 

tinct need in a field of growing im- 

portance. Published under the auspices 

of the Pollak Foundation, and written 
by Professor Irving Fisher of Yale, 
an internationally known authority, it 


Coe ae mes 


f 
Kok 
9 


F re RS IS 





- 





382 HARVARD BUSINESS REVIEW 


is the most complete treatise yet con- 
tributed upon the subject. The book, 
since it is both theoretical and practical, 
is designed to meet the needs of the 
specialist, the student, the business man, 
and the general reader. The material 
is arranged so as to preserve its clarity 
for the uninitiated and also to maintain 
its value as an authoritative study. 

All the various types of averages and 
systems of weighting are described 
in detail. The author discriminates 
among them by means of certain tests 
—the Time Reversal and the Factor 
Reversal—and demonstrates that many 
are inherently biased, erratic, or freak- 
ish. He indicates how these errors 
may be rectified. The effect of the base 
used is also shown. Finally, he com- 
pares the various formulae according 
to their accuracy and speed of computa- 
tion. Eight formulae, among them 
Fisher’s Ideal or Best Formula, are de- 
termined upon as the most practical. 

Professor Fisher shows that many of 
the methods of computing published in- 
dex numbers now in vogue are grossly 
inaccurate. For the business man who 
has occasion to use index numbers, this 
book will explain in understandable 
language why some formulae are pre- 
cise and some inaccurate. It will enable 
him to discriminate between good, bad, 
and indifferent index numbers. For the 
student and maker of index numbers, 
here is the most comprehensive work 
available, and for the specialist, much 
that is distinctly new. 


Brissenden and Frankel. Lasor TURNOVER 
IN INpustry. New York: Macmillan, 
OO, .. ORE Bhisiiike desks ae eee $3.50 
THE nature, causes, and extent of 

labor instability and the various factors 

that affect it are considered in this book. 

The authors suggest employment meth- 

ods and records that may be used as 

a means to reduce this instability. The 



































problem is presented interestingly from 
the viewpoint of the business establish. 
ment rather than from that of the com. 
munity or individual. The nature of MM Boggs, The 


the industry, its geographical location Trav F 
the skill of the workers, the types of fm ™! 
separation, the seasonal influences, anj scion 
the length of service are considered 4 An attem 


causes of labor turnover. forth in cot 
derlying th 


A new means for computing labor [MP The author 
turnover, involving a combination of JM practical ap 
other and previous devices, is presented, Je veued i" ' 
The exact method is given as follows: ge <2" we 
“The general extent of labor mobility > ag So 
is statistically determined by comparing MM to the clos 
the total movement of labor in and out J change. 
(accessions and separations) during 
any given period with the number of 
‘fully-employed-worker’ labor-time units 
of 3,000 hours put in by the work force Though 

, ‘ oug 
during that period. The number of BM precutive z 
labor changes, in short, is compared legal know 
with the number of full-year workers.” J credit exter 

In its extended use of actual statis. serie br 
tics, the book goes further than any ser 
previous study. The discussion is based of beslenes 
upon actual data obtained by the au &% bilities, th 
thors in connection with their work on 9 guarding o 
the staff of the United States Bureau 9m |e! right 
of Labor Statistics. About 500,000 ae 
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laborers are included in this investiga- Carroll, 
tion, and labor and employment figures Boston: 
for various types of industry between $2. 

the years 1910-1919 are used. Further This vo 
statistical material for specific indus i Mars Pi 
tries is found in an elaborate appendix. “pag: 
The subject-matter is thus a timely and The eels 
authoritative survey of actual conditions or officiall 
and practices regarding labor turnover ters of the 


and is a needed addition to the litera of the Fe 
ture of this widely discussed field. Pile 

Not only should this study prove of lege. 
interest to the student of economics, but 
for those vitally concerned in industrial wang 
management the book should be a guide prone 
in determining whether or not their Shaw ( 
labor instability is excessive. 


Cunningh: 








BOOK NOTICES 


Boggs, Theodore H. THE INTERNATIONAL 
TrapE BALANCE IN THEORY AND PRAC- 
rice. New York: Macmillan, 1922. 221 


pp. $2. 

An attempt is made in this volume to set 
forth in considerable detail the principles un- 
derlying the theory of the balance of trade. 
The author has sought as well to show the 
practical application of these principles, as re- 
vealed in the trade balances of the United 
States, Great Britain, Canada, India, Aus- 


tH 


f tralia, New Zealand, and South Africa. In 


the discussion considerable attention is devoted 
to the closely related question of foreign ex- 
change. 


Brewster, Stanley F. Lecat ASPECTS OF 
Crevitr. New York: Ronald Press, 1923. 
viii, 549 pp. $5. 

Though designed primarily for the credit 
executive and aiming to equip him with the 
legal knowledge needed to minimize losses on 
credit extensions, the author endeavors to give 
a simple but fairly thorough exposition of the 
fundamental principles of credit granting. 
Among others are chapters dealing with types 
of business organizations and their legal lia- 
bilities, the legal nature of sales, the safe- 
guarding of payment in the sale of goods, and 
legal rights and remedies of mercantile cred- 
itors, 


Carroll, Mollie Ray. LABor AND PoLITIcs. 
Boston: Houghton, Mifflin, 1923. 206 pp. 
>2. 

This volume, one of Hart, Schaffner and 
Marx’s Prize Essays on Economics, analyzes 
the attitude of the American Federation of 
Labor toward law, legislation and_ politics. 
The analysis is based primarily upon official 
or officially approved utterances. Final chap- 
ters of the book discuss the future limitations 
of the Federation’s program as judged by its 
own standards. The author is chairman of 


~ social science department of Goucher Col- 
ege. 


Cunningham, William J. American RalL- 
ROADS: GOVERNMENT CONTROL AND RE- 
CONSTRUCTION PoxicrEs. Chicago: A. W. 
Shaw Co., 1922. 409 pp. $3. 


Professor Cunningham approaches his sub- 
ject with a brief summary of American rail- 
road history to 1916 and a chapter on the 
voluntary unification by the formation of the 
Railroads’ War Board. The main emphasis 
is laid on the several phases of federal con- 
trol, Chapters II to X XI being devoted to a 
recital of the organization, methods, and re- 
sults under government operation. The 
Transportation Act of 1920 is then discussed. 
In the remaining chapters the author analyzes 
the outstanding events of 1920 and 1921 and 
the situation existing in July, 1922. 

A full appendix gives the President’s Proc- 
lamation, the Federal Control Act, the Stand- 
ard Contract, and a discussion by the author 
of the accomplishments of the United States 
Railroad Administration in unifying and 
standardizing the statistics of operation. 


Farquhar, Henry H. Factory STORESKEEP- 
ING. New York: McGraw-Hill, 1922. 182 
pp. $2.50. 


The purpose of the author is “to outline the 
principles and methods by which the handling 
of materials may be standardized and cheap- 
ened through scientific regulation.” This ob- 
ject is accomplished by detailed discussions 
of functions, forms and rules which have 
been put into successful operation in factories. 
The author first shows the need of close co- 
ordination between the production and sup- 
ply departments and then states what infor- 
mation is needed to secure control. The func- 
tions and personnel of the several departments 
involved are analyzed. Detailed rules are 
given for the operation and physical layout 
of the storeroom. ‘The classification of mate- 
rials and the use of mnemonic symbols are 
discussed in detail. The closing chapter deals 
with accounting and statistics of materials. 
The discussion is amplified by actual forms 
used, and illustrations and diagrams show the 
proper methods of carrying out the program 
which is recommended. 


Ivey, Paul Wesley. ELEMENTS oF RETAIL 
SALESMANSHIP. New edition. New York: 
Macmillan, 1923. 275 pp. $1.75. 

The author first builds up a background by 

a brief discussion of the industrial revolution 

and the development of retailing; then dis- 
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cusses the value of a thorough knowledge of 
the goods, methods and importance of abil- 
ity to judge the customer; ways of approach, 
the qualities which make up personality, and 
their development, the steps in the actual sell- 
ing process, ways of appealing to the imagina- 
tion, and the value of suggestion; and con- 
cludes with a detailed discussion of store sys- 
tem and method, showing the manner in which 
common errors are made. Examples of meth- 
ods are found throughout, which should aid 
in the use of the book as a text for store classes 
in salesmanship. 


Loree, L. F. RAmLRoAD FREIGHT TRANSPOR- 

TATION. New York: Appleton, 1922. 

* °°, 771 pp. $s. 

In this comprehensive analysis of the subject, 
Mr. Loree discusses various phases of rail- 
road management including distribution of 
cars, movement of engines and trains, the han- 
dling of men, the features of permanent way 
and shop plant, the organization through 
which they are controlled, and the account- 
ing made of their activities. The work is ex- 
tremely detailed, and the point of view 
throughout is that of the man actually con- 
cerned with the forwarding of freight. 


McVey, Frank L. Mopern INDUSTRIALISM. 
New York: Appleton, 1923. 358 pp. 2d 
edition. $2.50. 


In this revision of the 1904 edition the au- 
thor’s conclusions concerning industrial prog- 
ress are substantially the same in spite of the 
important changes of the past two decades. 
“The world needs sound government, clarity 
of view and ethical purpose as much as ever.” 
But, in addition, the international aspects of 
modern industrialism are shown to be de- 
manding serious consideration. The five 
chapters of the first section furnish historical 
background of the industrial development of 
England, Germany, America, and the Orient. 
Part II illustrates its central theme, “indus- 
try is complicated,” by descriptions of the ex- 
tractive industries, transportation, manufac- 
turing, forms of organization, commercial in- 
stitutions and taxation. In Part III govern- 
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ment and industry are brought in contact » 
their relationship analyzed. The final cha 
coordinates and summarizes the points rais 
in those preceding. ‘ 
Rorty, M. C. Some Prosiems iw Cp 
Economics. Chicago: 4. W. Shaw ¢ 
1922. 143 pp. $1.25. fc 
“Some Problems in Current Econc 
designed as an introductory reading in ¢ 
nomics for the business man. Mr, Rort 
votes chapters to Industrial History, 
and Industrial Organization, Production and 
Distribution and discusses present ( 
nomic trends. The author, speaking from 4 
background of thirty years’ experience as a 
engineer and executive, has endeavored § 
present facts rather than opinions and offer 
the reader statistical evidence wherever pos 
sible. 


Rosenthal, M. S. TecHwnicar Procepurs 
ExpoRTING AND IMPorTING. New York: 
McGraw-Hill, 1922. 312 pp. $3. 
The author attempts to show the technic 

procedure and mechanics of exporting 

and importing into the United States. Ex 

amples of actual shipments are occasionally j 

cluded to show specific practices in use at 

present. Sales contracts, bills of lading, im 

voices, the tariff system of the United States, 

foreign government regulations, theft, marine 
insurance, and financial documents are among 
the topics discussed. 


Russell, F. A. THE MANAGEMENT OF 
SALES ORGANIZATION. New York: 
Graw-Hill, 1922. 227 pp. $3. 
This work treats only the personal 

of sales administration. A consideration 

human relations forms the basis for a study 
of the selection of salesmen, their training, 
equipment, routing, and compensation. 
tention is directed to the promotion of sale 
efficiency through carefully planned contacts 
between the sales manager and the salesmen” 

The author has planned the book for use by 

college classes as well as by members of 

organizations. 
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